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Foreword 


Good public financial management is fundamental to a well-functioning 
public sector and is at the heart of Chartered Institute of Public Finance and 
Accountancy (CIPFA)’s work. The principles of financial management are 
internationally recognised and apply in all jurisdictions around the world, 
and include accountability, transparency, and long-term sustainability. When 
followed, these principles bring wider benefits as public money is handled 
carefully, promoting trust between government and its citizens and prevent- 
ing corruption. 

The shift from public financial administration to public financial manage- 
ment (PFM) is a vital step towards unlocking these social benefits. This book 
outlines how to successfully achieve this reform, highlighting the various 
aspects to consider and providing guidance for the implementation process. 
The particular focus of the book is on managerial capability as a driver for 
change and a key determinant of success. Strong leadership is a core compo- 
nent of effective PFM and this kind of transformation requires buy-in from 
the top alongside managers at all levels taking responsibility. 

There are many different elements to PFM reform, and this book takes a 
comprehensive view, including setting the ground at the beginning of the 
process, risk management, the role of government ministers, and the impact 
on second-level organisations. The benefits of undertaking reform are set out 
alongside the potential costs, indicating what can be achieved as long as there 
is sufficient determination to make the most of the transformation 
opportunities. 

As the only professional accountancy body in the world exclusively dedi- 
cated to public finance, CIPFA is committed to working for the public good 
both in the UK and internationally. Our aim, and one of our charitable 
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objectives, is to advance the field of public financial management and pro- 
mote best practice throughout the global public sector. We work closely with 
international bodies, government ministries, technical development partners, 
public accounting organisations and supreme audit institutions to further this 
aim and develop a global perspective on common issues. 

In line with this work, CIPFA is proud to sponsor this book and support 
the implementation of public financial management and internal control to 
strengthen developing economies. If executed well, the benefits of this type of 
reform are clear, and this book will be a valuable tool to help reach that goal. 
Noel Hepworth’s research and guidance provide a roadmap that will ulti- 
mately improve lives in communities around the world. 


London, UK Rob Whiteman 


Preface 


I was moved to write this guide because, based upon my experience of work- 
ing in many developing and transition economy countries, I felt that little 
substantial progress in reform to the public financial management and inter- 
nal control (PFM/IC) arrangements was being achieved. This was because the 
focus was always on technical developments without regard to the cultural, 
political, and managerial context in which the reform was being applied. The 
main thrust of this guide is that to achieve successful reform that context is of 
overriding importance and simply focussing on the bureaucracy of reform 
processes, as mainly seemed to happen, was no signal of success. The change 
that is required can perhaps be best summarised in this remark by William 
Faulkner “You cannot swim for new horizons until you have courage to lose 
sight of the shore.” 

Having said that, the country officials I have worked with have almost all 
been enthusiastic about and supportive of the reform. Working with them 
and learning from their experiences has been very rewarding. 

Improving the techniques included the adoption of the international best 
practice that is the standards of internal control advocated by the Committee 
of Sponsoring Organisations (COSO). This approach was complemented by 
an emphasis upon the development of internal audit, as in effect the ‘guard- 
ians” of internal control. Financial management in this context was perceived 
of as being limited to financial and budgetary control. That limitation, how- 
ever, is quite inadequate in a modern managerial environment. It says nothing 
about how to improve efficiency and effectiveness in public expenditure, or 
alternatively public sector productivity. It also says nothing about supporting 
a government to achieve its policy objectives towards the delivery of public 


vii 


viii Preface 


services. Consequently, I concluded that this approach to the application of 
PFM/IC was inappropriate and a different approach was required. 

Adopting international best practice or standards is not as simple as it 
might seem because individual countries have different historical and cultural 
backgrounds and international best practice may not be easily transferable. 
International best practice also incorporates a set of assumptions which, whilst 
they are not explicit, are very important and they do need to be taken into 
account. So far as PFM/IC is concerned any adopter should recognise these 
implicit assumptions. They focus around the idea of management. What has 
not been recognised by those responsible for supporting the implementation 
of PFM/IC, that is, donors, consultants, or governments, is that if the benefits 
of improving efficiency and effectiveness as well as assisting governments to 
deliver their objectives are to be achieved, this reform should be regarded as 
fundamentally a management reform. 

As a management reform this means that it affects the relationships between 
politicians and civil and local government-appointed officials, budgeting and 
accounting systems, and personnel appointment and management arrange- 
ments. Therefore, these all need to be addressed with managerial reform being 
central to success. This includes the commitment and support of the top offi- 
cials, both elected and appointed. They should recognise and appreciate the 
benefits that the reform can generate and should want to achieve them. This 
guide indicates where that commitment and support are of particular impor- 
tance. Without that the reform will not achieve the benefits. Achieving con- 
trol of public expenditure is relatively easy but doing so and achieving better 
value public services is much more difficult. This is why establishing high- 
quality public financial management and internal control is so important and 
why success demands management commitment. 

Who should read this guide? Those who aspire to the position of minister 
of finance ought to do so but I recognise that this is unlikely to occur. The 
ministry of finance state secretary (or equivalent) and the head of the depart- 
ment of that ministry responsible for the implementation of the reform should 
read the whole text. Other heads of operational management in public organ- 
isations and their supporting staff also ought to do so because they have key 
managerial responsibilities. Equally, heads of finance ideally should read the 
whole guide, paying particular attention to those sections which specifically 
relate to their responsibilities. Internal and external auditors also should read 
the whole guide. Aid agency officials framing proposals for reform and con- 
sultants advising on this reform also should read this guide. It will affect the 
framing of proposals. Other readers should be those concerned with public 
administration reform, including human resources reform. Although this is a 
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practitioner text, academics interested in public sector management should 
also read this guide, not least because they often will have training 
responsibilities. 

In writing this guide I have had enormous assistance and advice from Dr. 
Stephen Peterson—retired lecturer and Faculty Chair of the Executive 
Program in Public Financial Management at the Harvard Kennedy School. 
He has not only given me technical advice but also been a source of encour- 
agement and support during a very lengthy writing and research process. I am 
very grateful to him. He has been very generous with his time. 

I am also very appreciative of the advice and support I have had from my 
daughter, Dr. Sarah Hepworth. She has a wide experience of working in 
developing countries and her research expertise as well as her critical appraisal 
of the text has proved invaluable to me. 

I am also grateful to many former colleagues and friends who, based on 
their experiences, have given me wise advice and guidance. In particular, Joop 
Vrolijk, Alastair Swarbrick, and Brian Finn, former colleagues from Support 
for Improvement in Governance and Management (SIGMA), have shared 
their very considerable knowledge and have been very encouraging. 


Kenley, UK Noel Hepworth 
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Changing from Financial Control 
to Financial Management in the Public 
Sector: An Introduction to the Changes 
That Will Be Required 


This chapter describes the key aspects of public financial management and 
internal control reform, viewed through a managerial lens. It describes how, 
without a thorough appreciation of the linkage with management, this reform 
will at best fail to meet the intended objectives and at worst could add to 
administrative bureaucracy and hence costs. These are recurrent themes 
throughout this guide. This chapter introduces some of the terms and facets 
of the reform that will be explored in more depth in later chapters. Overall, 
this should be regarded as a major reform and it will take several years to 
achieve. It affects the quality of policy making, the relationships between poli- 
ticians and the civil (or local government) service officials, the operational 
managerial arrangements and the approach to internal control and budgetary 
and accounting information. To undertake the reform is not a simple task: it 
has wide-reaching effects including the arrangements for delegation, account- 
ability and transparency. The requirements of the reform may be in conflict 
with traditional customs and practices and these may affect whether or not 
the reform can be effectively implemented. 


1.1 The Aim of and Audience for This Guide 


"This guide is about the development and then the practical application of the 
public financial management and internal control (PFM/IC) reform. İt aims to 
help countries seeking to adopt PFM/IC to undertake this successfully and to 
avoid common pitfalls experienced by many countries which have tried to adopt 
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PFM/IC, but ended up ultimately with only superficial reforms. The critical 
pitfall that this guide seeks to highlight and help countries avoid is the common 
assumption that focusing solely on the technical procedures and bureaucratic 
processes of introducing PFM/IC will achieve the substantive benefits of the 
reform. It will not! The technical aspects of the PFM/IC reform are important 
but to achieve a robust reform, managerial changes will almost certainly be 
required. Changes to governance arrangements and transparency are also likely 
to be needed. The nature of the necessary reforms may conflict with traditional 
custom and practice with the risk that such reforms may be difficult to embed. 

Unfortunately, this failure to recognise the impact upon management and 
traditional custom and practice has been a typical feature of financial manage- 
ment reform activities, both of PFM/IC and other PFM reforms, such as 
programme budgeting and accrual accounting, leading to some being 
described as ‘fake’ reforms.' A key message of this guide is that countries 
should do their utmost to avoid this failure. To do that, countries should rec- 
ognise that introducing PFM/IC requires a major managerial reform and it 
should be treated as such by senior politicians and senior appointed officials. 
This guide demonstrates the complexities of the reform. 

Before PFM/IC is introduced, countries will have in place some form of 
public financial administration and internal control (PFA/IC). The principal 
difference between the two systems is that PFA/IC has a focus on the control 
of financial inputs, whereas the more advanced PFM/IC has a focus not only 
on control of financial inputs but also upon the efficient and effective delivery 
of the outputs of public services. This applies equally to revenue collection 
arrangements, including taxation. This change of focus is central to improv- 
ing public sector productivity. With PFM/IC the operational management” 
of a public organisation has considerably more discretion over the detail of 
spending (and revenue collection arrangements), that is, the mix of inputs 
and levels of spending in order to achieve objectives (outputs) and to do so 
efficiently and effectively, than it would with PFA/IC. Discretion is also 
needed when circumstances require that economies have to be made so that 
minimum damage occurs to existing services and activities. PFM/IC 


"See an article published by the Institute for State Effectiveness in a discussion about performance and 
policy-based budgeting—how to spot the fakes: Andrew Laing: https://effectivestates.org/publication/ 
performance-and-policy-based-budgeting-how-to-spot-the-fakes/. 

? Operational management is the day-to-day responsibility for the delivery of public services. In devel- 
oped economy countries, operational management would be the responsibility of the civil or local gov- 
ernment service. The policy and strategy on which operational management is based would be the 
responsibility of the political management. But that policy has to be operationally realistic and that 
requires cooperation between the politicians and senior civil servants. However, in many developing and 
transition economy countries, the political management aims to undertake both sets of responsibilities. 
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consequently has the potential benefit of making the financial system more 
resilient by being able, through a more effective management, to utilise what- 
ever level of resources are available in an optimum manner. 

The aim of PFM/IC is to provide the information and authority opera- 
tional management requires to deliver the policies of the organisation making 
the best use of public resources. These policies will be expressed through the 
budget along with complementary objectives and performance standards. The 
operational manager's responsibility is to deliver those policies and objectives 
efficiently and effectively, to time and within the law and budget. Efficiency 
and effectiveness apply equally to the utilisation of current resources (i.e., 
employee costs, supplies and services costs, transport costs and property costs 
as well as overhead costs) and to the utilisation of assets. It also means ensur- 
ing that all resources are only used for public purposes. 

Thus, the aim of reform is positive, that is, focussed on achieving the outputs 
of a public organisation. It is not ‘defensive’ or alternatively negative in concept, 
that is, simply to impose controls and reduce financial misconduct or misuse, 
which is how some appear to treat it.” If the objective of a government is solely 
to develop or strengthen defensive controls this does not require the extensive 
managerial reform that would be necessary with the implementation of PFM/ 
IC. The techniques accompanying PFM/IC should be aimed to facilitate, not 
constrain, managerial discretion. Consequently, in considering this reform this 
guide advises that, contrary to much advice on the introduction of PFM/IC, 
countries should start by focussing on and addressing the managerial implica- 
tions of this reform rather than considering only the technical bureaucratic fea- 
tures. Ultimately, no matter how ‘clever’ the techniques or the bureaucratic 
rules, without management the benefits of the reform will not be achieved. 

The purpose of this guide therefore is to enhance understanding of what a 
PFM/IC reform is meant to achieve, how to then apply this type of reform 
and the consequences for managerial arrangements. The key argument is that 
PFM/IC should be seen as much a management reform, not just a technical 
audit or accounting reform nor just about improving financial and budgetary 
control, although if properly applied it will achieve such benefits. It will also 
facilitate improvements in policy development through the availability of 
additional information, not least about the causes of the costs of providing 
services (i.e., those factors that drive costs) or the costs of revenue collection 
and weaknesses in revenue collection policies. 

"The guide is predominantly directed at countries either planning or under- 
going reform, that is, developing and transition economy countries. However, 


> Institute of Internal Auditors: Lines of Defence IIA Exposure document June 2019. 
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because PFM/IC has been widely treated as simply a technical financial 
reform, rather than a management reform even by developed economy coun- 
tries, such countries which have already been through a reform process would 
benefit from questioning whether or not they are in practice achieving the 
benefits of the reform. Not the least of which are improvements in efficiency 
and effectiveness in the delivery of public services and activities and in the 
utilisation of assets. 

This guide is also aimed at development agencies who often advocate 
sophisticated reforms when there is little or no local managerial capacity to 
implement them, much less operate advanced systems. This author has argued 
elsewhere that “a financial reform must fit with how the state operates’ and 
that financial reforms are not free standing.”* Yet such reforms are regularly 
promoted as technical improvements with no recognition of the managerial 
impact. Where countries are not prepared to make the managerial changes 
that the PFM/IC reform requires, the reform should not be proceeded with 
and instead countries should focus upon improving public financial adminis- 
tration and internal control. 

Countries considering, or are in the process of implementing, the PFM/IC 
reform should ask themselves a series of questions which will indicate whether 
they have recognised the full implications of the reform and not least the 
managerial impact of the reform? (Table 1.1). 

If these types of question have not been addressed in planning the imple- 
mentation of PFM/IC, then there is a real possibility that the resulting reform 
will not produce the benefits that countries should be looking for and will, in 
all probability, simply add to costs. Therefore, countries who answer “no” to all 
or most of the self-assessment questions in figure 1, apart from those marked 
with a *, should consider revisiting the reform and use this guide to help 
rethink and adapt how they have implemented, or intend to implement the 
policy and apply it. 


1.2 Why Is Management Relevant 
and Important? 


Development agencies, multi- and bilateral, do often advocate advanced pub- 
lic financial management reforms because they represent ‘international best 
practice’. Usually, they are treated as technical financial reforms even though 


‘Hepworth (2013, p. 3) cited in Public Finance and Economic Growth: S. Peterson, Routledge 2015 
(p. 252). 
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Table 1.1 A self-assessment questionnaire to determine if the comprehensiveness and 
managerial aspect of PFM/IC reform has been sufficiently realised 


Yes/ 


Section 1: The manager and managerial responsibilities No 


Has thought been given to the separation of the development of policy and 
strategy from operational management and who should be responsible for 
which? 

Has consideration been given to who the operational managers should be 
with PFM/IC? 

Is there clarity about the objectives managers are to achieve along with the 
performance standards that are to be applied? 

Have managerial structures been developed to secure the effective delivery 
of objectives and performance standards and in turn to support more senior 
managers? 

Are those managerial structures organised to deliver the objectives of the 
organisation? 

Has consideration been given to the degree of authority to be granted to 
individual managers at different managerial levels to make decisions, that 
is, delegation? 

Consequently, has consideration been given to the accountability 
arrangements where delegation is agreed to? 

Do operational managerial capacities exist that can take the reform forward 
and achieve concrete results? 

Has any regard been had to the impact upon civil service management 
reform including motivation, training and the rethinking of the civil service 
sanction arrangements in order to recognise that if civil servants become 
managers and therefore decision makers that this involves taking risks 
which will be new to them? 


Section 2: The manager and efficiency and effectiveness 


Is there an acceptance that the operational manager is the person primarily 
responsible for achieving improvements in efficiency and effectiveness 
within agreed policy parameters? 

Is there any relationship between budgetary provision and the objectives 
and performance standards the management is expected to deliver? 

Is there an acceptance that operational managers need to ‘agree and 
commit’ to deliver objectives and performance standards and that they can 
do so within the agreed level of budgetary resources? 

Has consideration been given to the impact upon budgeting and accounting 
systems if managers are to make better use of resources because managers 
can require significantly different financial information from that needed 
simply for budgetary and financial control purposes, although they need 
that as well? 

Is it recognised that to enable managers to improve efficiency and 
effectiveness improvements in the extent of performance information and 
in the quality of financial information and financial analysis are necessary? 


(continued) 
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Table 1.1 (continued) 


Yes/ 
Section 1: The manager and managerial responsibilities No 


e Has the focus of those officials responsible for the reform been simply upon ” 
building the bureaucracy of the reform assuming that somehow this alone 
will achieve the objectives of the reform? (The bureaucracy incorporates all 
those administrative arrangements required to demonstrate the application 
of the international best practice i.e., COSO requirements, such as risk 
registers, the control environment and the monitoring arrangements.) 

e Is the view that if the bureaucracy associated with COSO is introduced, then * 
PFMIIC itself will have been successfully introduced? 

Section 3: External accountability and transparency 

ə Has parliament been informed about and agreed to the policy proposals for 
the implementation of PFM/IC? 

e Has consideration been given to the provision of performance indicators 
and objectives to parliament in conjunction with the budget? 

e Is there an acceptance that the form of reporting to parliament about the 
utilisation of budgetary resources will need to include information about 
performance and the achievement of objectives? 

e Is there an acceptance that increased accountability and transparency will 
result in greater parliamentary scrutiny of the quality of management of 
public resources? 


Note: If the answer to most questions is ‘No’ apart from those marked with a * when 
the answer may be ‘Yes’, then the likelihood is that neither the comprehensiveness nor 
the managerial implications of the reform have been recognised 

@ COSO: International standards of internal control advocated by the Committee of 
Sponsoring Organisations (COSO). https://vvvvvv.coso.org/Pages/default.aspx 


they require a managerial capacity if advantage is to be taken of those reforms. 
Yet there may be limited or even no local managerial capacity to both sustain 
those reforms on an ongoing basis and achieve the benefits that those reforms 
make possible. Examples of such reforms include accrual accounting and pro- 
gramme and performance budgeting as well as PFM/IC. Any financial or 
management reform must also fit with how the state operates including its 
traditional customs and practices. Reforms are not free standing and will fail 
or become simply superficial if the promoters of the reform do not sufficiently 
recognise the context or the complexity of the managerial task in implement- 
ing and then delivering the reform into the future. 

The reality is that most studies, advice and reform programmes appear to 
treat PFM/IC reform simply as a financial technique. The discussion con- 
tained in such documents makes no reference to the management implica- 
tions for the utilisation of the technique. This fails to recognise that simply 
treating it as a financial technique completely overlooks that someone has to 
apply that technique if there are to be improvements in the utilisation of 
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public resources and that better quality public services result. That ‘someone’ 
is the manager. 

Taking a management perspective recognises that what may be construed 
initially as simply technical financial reforms actually have a significant mana- 
gerial impact. For example, line ministry? managers have different informa- 
tion needs so far as budgeting and accounting is concerned from a ministry of 
finance; managers need clarity of objectives (both operational and perfor- 
mance) and performance standards to work to which can often be difficult to 
define with any precision, adding to the complexity of the managerial task. 
This complexity can produce conflicting objectives which in turn need to be 
managed. For example, what is the purpose of prison: is it retribution, incar- 
ceration, deterrence, rehabilitation or elements of all four and is it the same 
for all prisoners of both sexes? Managers also should be accountable, not just 
internally but also externally and in particular through parliamentary scru- 
tiny. Accountability is the process that strengthens management through the 
consequential scrutiny activity. (Parliament may need to establish one or more 
specific committees to undertake the scrutiny process.) 

A misunderstanding about PFM/IC reform, particularly at the political 
level, is that it is simply about reducing fraudulent or corrupt activity or intro- 
ducing tighter budgetary and financial controls. The approach to implemen- 
tation, especially in European influenced countries, has been through 
focussing on the technical elements of the reform and not least on the finan- 
cial and budgetary control elements partly because the initial PFM/IC reform 
activity has been on the development of internal audit. The idea that the 
reform is also designed to support managers in achieving objectives efficiently 
and effectively does not appear to be appreciated. The management perspec- 
tive has been almost entirely overlooked. Delegation and managerial account- 
ability have been developed, at best, principally in the context of financial and 
budgetary control, not in the context of the delivery of objectives and the 
achievement of efficiency and effectiveness. 

As a result, other features, which recognise the relevance of the reform to 
management, such as the responsibilities of the different levels of manage- 
ment for the delivery of objectives and for achieving efficiency and effective- 
ness have been overlooked. Consequently, the need for clarity of objectives 
(both operational and performance) and performance standards for managers 
to work to along with the specific financial and performance information that 


5A line ministry is a government ministry responsible for implementing a program or group of programs 
as opposed to one responsible for general finance, economic management, planning and 
administration. 
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managers require have also been overlooked. Thus, managers should have 
available to them detailed budgetary information for the area of activity or 
service for which the manager is responsible; budgets should be consistent 
with the objectives and performance standards managers are expected to meet. 
Managers need authority and some degree of control over the utilisation of 
resources, even over what may be regarded as sensitive resources such as per- 
sonnel and assets. This in turn requires delegated authority, that is, the ability 
to exercise discretion. PFM/IC requires strengthening managerial discretion. 
Management structures need to be so organised that they secure effective 
management of the different elements of a service or activity with mecha- 
nisms to enable managers to be held to account by more senior opera- 
tional managers leading to accountability to the political management of an 
organisation. Those managerial accountability arrangements have to be effec- 
tive and that means that those more senior managers must respond to account- 
ability reports. Ultimately, reporting should be to parliament as part of the 
government responsibility to demonstrate how budgetary resources have been 
used. Two forms of parliamentary scrutiny could occur, one which responds 
to the report of the state auditor (sometimes by establishing a committee per- 
haps called a ‘public accounts or public audit committee’) and the other which 
investigates the quality of the management of public resources which again 
can be undertaken through a parliamentary committee arrangement. 


1.2.1 Management 


The question then is, who is the operational manager and what is the environ- 
ment in which that manager is operating? The manager barely gets a mention 
in most reform strategies, because of the focus upon PFM/IC as a financial 
control technique. Neither does management training apart from the notion 
that somehow training in the technique will solve all problems. Yet success 
with this PFM/IC reform depends upon the information the manager has 
available and upon the capacity of the manager to use that information. 
However, for public sector organisations a difficulty can be determining 
who is the manager? Is the manager the minister or mayor or other political 
head of the organisation, supported by their deputies or in Francophone 
countries by a politically appointed cabinet? Is such a person responsible for 
policy development, policy implementation and operational management in 
the delivery of public services? Or, is there a distinction between a minister or 
mayor responsible for policy and strategy and a civil or local government ser- 
vice responsible for policy implementation and operational service 
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management, as occurs, or should occur, in Anglophone systems? In most 
systems the politically appointed head will have overall responsibility for the 
successes and failures of the organisation but may not have day-to-day respon- 
sibility for operational management (i.e., policy implementation). In such 
circumstances the political head is likely to have a responsibility to supervise 
the quality of the operational management ensuring that it delivers the policy 
objectives and maintains budgetary and other controls. In many countries 
adopting PFM/IC, the managerial situation is quite unclear and the law often 
refers to the responsibility for the implementation and quality of PFM/IC as 
that of the ‘top manager’ by which is meant the political head of the organisa- 
tion. As is shown later in this guide, this is not a practical arrangement with 
the implementation of PFM/IC unless accompanied by operational manage- 
ment reform. 

In Anglophone systems there is, in theory, usually a clear distinction 
between the responsibilities of the political head of the organisation and the 
administrative head. The latter should be responsible for policy delivery and 
operational management. The administrative head is very often known as a 
permanent secretary. Permanent secretaries are the ‘accounting officers’, mean- 
ing that they are responsible for ensuring that public funds allocated to the 
ministry through the budget process are appropriately spent. The permanent 
secretary is responsible for the application and quality of PFM/IC within the 
ministry. This official can be called to account by parliament as part of the 
parliamentary scrutiny process. However, a constitutional convention is that 
a cabinet minister bears the ultimate responsibility for the actions of their 
ministry or department. This means that if an administrative failure occurs 
within a ministry, the minister is responsible even if the minister had no 
knowledge of the actions which led to that failure. In other countries this 
distinctiveness in the allocation of responsibilities is not so clear and the polit- 
ical appointee may be responsible for both policy and day-to-day operational 
management and this results in some countries in the minister undertaking 
minor administrative tasks. 

A feature of the implementation of the European Commission's version of 
PFM/IC which is called ‘public internal financial control’ (PIFC) and which 
is to be applied by countries wishing to join the European Union or benefit- 
ting from its funds as neighbourhood countries is the recognition of a need 
for delegation and the corresponding development of accountability. This 
ought to mean the delegation of operational management responsibility from 
the political to the civil service (or local government service) level. But in 
practice because the reform is treated as a financial technique, delegation is 


10 N. Hepworth 


usually limited to aspects of financial control and relatively minor administra- 
tive matters. 

A manager is defined as a person responsible for controlling or administer- 
ing the whole or part of an organisation or group of staff.° Managers ought to 
exist at all levels in an organisation and a clear management structure should 
exist. Managers at different levels within an organisation should have different 
levels of responsibility and these will be, or ought to be, set out in delegation 
arrangements. Each level of management should be accountable to a higher 
level of management and ultimately to the top manager, whether a political 
figure or an official. Where operational management is the responsibility of 
the civil or local government service, a state secretary (or equivalent), or head 
of a local government service, would be the top operational manager and 
therefore responsible for the application of PFM/IC. That top operational 
manager should be responsible for the quality of operational management 
including the delivery of objectives and performance standards efficiently and 
effectively and to time and for the control of income and expenditure to 
within budgetary limits. In turn that top operational manager should be 
responsible for the quality of operational management to the political manager. 

Success with the application of PFM/IC depends very heavily upon the 
quality of management but changing the role and responsibilities of civil ser- 
vants and local government officials to incorporate managerial responsibilities 
does not somehow automatically make them effective managers. Good qual- 
ity managers in most public sectors are in short supply, and therefore, coun- 
tries embarking on the PFM/IC reform should recognise that a heavy 
investment in management training is likely to be required. (Who is the man- 
ager is also discussed in Chap. 2.) 


5 Oxford English Dictionary: https://www.lexico.com/definition/ manager. 
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A schematic representation of the arrangements that ought to apply with the 
implementation of PFM/IC is set out below: 


The State 


Parliament 


Accountability, 


Elected 
Executives — 
President / 
Prime Minister / 
other ministers 
(temporary) 


Bureaucracy 
(permanent) 


Functions Functions 
* Set policy and Admin / procedural 
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* Improve efficiency and 
-—. effectiveness / productivity 
What is to be ti 
7 A H t is to bi 
done Provide public TE nee 


done 


services/activities 


1.2.2 Leadership and Organisational Culture 


The leadership responsibility in the development and application of PFM/IC 
would in most countries fall upon the minister of finance, and the responsibil- 
ity of that ministry would extend to ensuring that the application of the PFM/ 
IC policy in individual public organisations followed the specified policy 
guidance. There should be overall government support for the reform and 
head of government (prime minister or president) support as well as that of 
the cabinet of ministers is necessary. Parliamentary support for the reform is 
also essential, and this should include parliamentary approval to the reform 
itself and the process for implementing the reform. Parliament should also be 
informed periodically of implementation progress. 

Overall responsibility for operational implementation leadership of PFM/ 
IC for the public sector should lie with the head of the civil service in the 
ministry of finance (the state secretary or equivalent). Responsibility for the 
leadership of the operational application of the reform within each ministry 
or other public organisation should lie with its head of the civil or local gov- 
ernment service under the guidance of the head of the civil service within the 
ministry of finance. (In some countries there is no single civil servant who has 
the role of ‘head’ within a ministry: where this is the situation with PFM/IC 
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this arrangement will almost certainly require change as this guide 
demonstrates.) 

Delegation of operational management and managerial accountability are 
not only key features of PFM/IC but they are essential to make PFM/IC 
work, as this guide will show. However, for some countries the introduction 
of delegation and managerial accountability will represent a radical cultural 
change. Politicians who have traditionally been responsible for operational 
decisions as well as policy development and the strategy for the application of 
that policy may find such a change difficult to accommodate because it runs 
against traditional cultural approaches. This will be a factor in the extent to 
which PFM/IC reform is possible, and certainly, it will affect the timetable for 
implementation. 

This distinction between policy development and operational management 
must be addressed by the political and civil service leadership responsible for 
the implementation of PFM/IC. This is because, if properly applied, PFM/IC 
is about the professionalisation of operational management, and a minister or 
mayor will find it impossible to remain responsible for both operational deci- 
sion making and policy and strategy development. This is because of the 
demands that PFM/IC will make upon the time and skills required for eff- 
cient and effective delivery of operational objectives and performance stan- 
dards. (However, effective policy development and the strategy for its 
application depend very heavily upon cooperation between the politician and 
operational management for it is the latter who has, or should have, the expe- 
rience and information necessary to turn political ideas into operationally 
effective public services.) 

The features of PFM/IC affect the way in which an operational manager 
would carry out a particular task and therefore the operational manager must 
become familiar with them because they impact upon the achievement of 
objectives and improvements in efficiency and effectiveness. They have the 
potential to generate public service improvements, better quality policy mak- 
ing (because more information should become available) and more efficient 
resource utilisation. However, they will not do so unless they are accompanied 
by a managerial capacity to take advantage of them. Failing to recognise the 
importance of management and simply focussing on techniques (which usu- 
ally are simply defined as the international standards’ and the bureaucracy 
associated with those standards), which appears to be almost always how 


7 The techniques which are referred to here are the five elements of the international standards defined by 
the Committee of Sponsoring Organizations of the Treadway Commission (COSO). However, to 
improve efficiency and effectiveness much more is required and not least a more analytical approach to 
finance which is demonstrated in this guide. 
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PFM/IC is developed, will not achieve the benefits that the reform can bring. 
It simply adds bureaucracy and hence costs and can have a negative effect on 
morale as well as upon the possibility of other future reforms if no benefits 
become apparent. Not recognising the managerial changes PFM/IC requires 
and simply focussing on these techniques will not cause public services and 
activities to be delivered more efficiently and effectively. Yet an important 
objective of all PFM/IC reform is to improve service delivery, the achievement 
of objectives along with improved operational efficiency and effectiveness and 
asset utilisation. 

Another critical factor that is frequently overlooked in the introduction of 
PFM/IC reform is the extent of cultural change required within organisa- 
tions. Such change is not simply about reforming the organisational structure 
but is also about changing human behaviour and the relationships between 
different organisations such as between a ministry of finance and spending 
(line!) ministries. With PFM/IC spending ministries should have more discre- 
tion to make decisions within a context set by a central ministry such as a 
ministry of finance. This in turn raises the question of ‘trust’, that is, will a 
central ministry ‘trust’ a spending ministry to utilise its resources efficiently 
and effectively? Similarly, the delegation of operational management to the 
civil service requires civil servants to make decisions and consequently to take 
risks. Will the political level ‘trust’ the civil service to do that? Another feature 
of the reform affecting culture and behaviour is leadership. How the leader 
performs and the attitudes of the leader can be significant in the successful 
implementation of the reform and in its subsequent operational application. 

However, in many countries there is a problem with requiring the head of 
the civil service in a ministry or other public organisation, to undertake the 
leadership role in the implementation of PFM/IC. This is because in many 
countries the law provides that the organisation leader is the top political 
official who is directly responsible for all activity and therefore feels that he/ 
she must make all decisions. This person should have ultimate oversight of the 
implementation of the reform but that is different from having responsibility 
for day-to-day implementation. In countries where the operational manage- 
ment leader is a permanent, rather than elected, official, such as a state secre- 
tary, whilst a politically appointed official can influence the culture and 
managerial approach of the organisation, there is a potential to maintain a 
continuum in the approach (although this may be “good” or “bad”). Political 
change may cause policy and strategy change, but where there is separation 
between responsibility for policy development and operational management, 
political change does not necessarily affect how operational management is 
conducted. Operational management needs to remain stable for successful 
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sustainability of the reform. In addition, the requirements falling upon the 
top official with PFM/IC are such that an elected official would not have the 
time or the training to undertake all the managerial responsibilities that would 
flow from the reform. 

The cultural change that introducing PFM/IC will cause requires the sup- 
port of the political leadership. Because that cultural change will cause civil 
servants to make managerial decisions, they will need to be prepared to take 
risks: all decisions involve some element of risk. This is a factor which will 
affect the willingness of civil servants to take decisions because in many coun- 
tries there exists a fear of personal penalty for error of judgement or mistake 
or even of making a potentially controversial decision. So, in introducing 
PFM/IC, consideration should be given as to how these penalty arrangements 
will impact upon the attitude and approaches of civil servants. 

Almost inevitably change induces resistance amongst some and a feeling of 
‘this is not how we do things here’. Again, this impacts upon operational lead- 
ership, and the question then becomes how can the operational leadership 
arrangements have a positive impact on the changing culture of an organisa- 
tion? Such issues are rarely, if ever, considered as important to the success of 
PFM/IC reform. The positive commitment of the head of operational man- 
agement is essential as is management training for the different levels of man- 
agement. Usually, any training that is provided is concerned simply with 
technique in terms of applying the bureaucratic requirements of PFM/IC and 
this is regarded as all that is necessary. The application of a sophisticated 
reform such as PFM/IC requires the application of sophisticated management 
and a thorough review of how organisations are managed and the training 
available to managers. This applies equally to the penalty and reward struc- 
tures applying to management. Management training and the impact upon 
human relations (HR) policies are often overlooked in the reform process 
with the only staff management concern being expressed is through ‘training 
in technique.’ 


$ For a more extensive discussion of managerial and cultural aspects of organisational arrangements, see, 
for example, Management and Organisational Behaviour by Laurie J. Mullins: Pearson Education 
Limited 2016. 
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1.3 Key Terms and Facets of PFM/IC Reform 


The technical aspects of PFM reform are covered in many text books and 
handbooks on the subject (e.g., “Financial Management and Control Manual” 
and PIfC19). However, they rarely, if ever, describe the critical role the man- 
ager needs to play in each of the technical areas. They do not discuss the role 
of the leader or the distinction between policy and strategy development and 
operational management. This section highlights some of the key terms and 
facets of PFM/IC reform that will be explored in more detail later in the guide 
and highlights the managerial versus the technical aspect of the function. 


1.3.1 The Budget 


A precondition for PFM/IC reform is that the budget provides a clear and 
reliable basis on which management can build the policies, strategy and objec- 
tives that an organisation aims to achieve. The budget, as far as possible, 
should be consistent with the objectives (and performance standards) that an 
organisation is expected to achieve. The individual managers within an organ- 
isation should be involved in the budget preparation process and agree that 
the objectives (and performance standards) they are expected to achieve can 
be delivered within that budget. Where the overriding consideration is the 
level of the budget, if that is insufficient in the view of the manager to deliver 
the objectives and performance standards, then either the objectives or the 
performance standards or both should be modified to fit with budgetary avail- 
ability or the budget should be adjusted to ensure that there is compatibility. 

With PFM/IC the disciplines surrounding the budget should be such that 
manipulative activities to avoid budgetary and financial controls should be 
eliminated as far as possible. Budgetary discipline is particularly important 
because for managers to deliver objectives and performance standards within 
a specified budget efficiently and effectively adds significantly to the pressures 
upon them compared with simply ensuring that spending does not exceed a 
specified budget. This means that ideally there should be no scope for public 
organisations to avoid the budgetary limitations by, for example, transferring 
items of expenditure between revenue and capital (or investment) budgets or 
by using second-level bodies such as agencies or state-owned companies to 


°’ Published by the Ministry of Finance of Albania—and similar manuals published by other countries. 

10 Published privately by Robert de Koning: information and orders from: www.pifc.eu. (This book is a 
major explanation of the technical aspects of the European Commission policy on the introduction of its 
application of PFM/IC including internal audit.) 
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incur expenditure as proxies for their controlling or owning first-level public 
organisations or by transferring payments between years. Again, there should 
be no scope for moving expenditure apparently into the private sector through 
‘off-balance sheet’ arrangements, leasing and other similar devices!’ or for 
using extra-budgetary funds except within very clearly specified circum- 
stances. This should extend to use of ‘own funds’ generated by either first- or 
second-level organisations. With PFM/IC a risk is that the added pressure on 
managers to deliver objectives efficiently and effectively may cause managers 
to try to avoid the impact of budgetary and financial controls. This imposes 
an added responsibility on ministries of finance to ensure that budgetary and 
financial controls are rigorously observed. 

The budget also provides the key financial mechanism by which parliament 
exercises financial control. In addition, a question that will need to be consid- 
ered is the extent to which the traditional budget, and in some countries the 
budget law, should be modified to include objectives and performance indica- 
tors. PFM/IC enhances the opportunities for parliamentary scrutiny. In other 
words, PFM/IC potentially increases transparency and public accountability. 


1.3.2 Cash Management 


Budgetary control rules will be complemented by cash management rules. A 
ministry of finance will want to ensure that it is not forced to borrow unneces- 
sarily through unplanned or erratic expenditure patterns or revenue forecasts 
that cannot be fulfilled. With PFM/IC the flows of expenditure will affect the 
ability of the manager to deliver efficiency and effectiveness and therefore 
managers should be consulted about cash flow calculations and they should 
not simply be determined by the interests of the ministry of finance. 

With PFM/IC the operational management will have much greater scope 
for decision making than they would with PFA/IC. This includes having 
automatic authority to spend (subject to any overriding or specific constraints) 
with only managerial approvals as necessary within their organisation but 
without further ministry of finance approval. Managers must also respond to 
changing circumstances especially as they will be expected to deliver objec- 
tives and this could affect the traditional arrangements for the approval of 
budgetary variations (virement). All of this should affect attitudes to cash 
management controls which in practice will mean that such controls should 
become more strategic rather than detailed. 


"See, in particular, IMF Working Paper /15/238: Defining the Governments Debt and Deficit: 
Timothy Irwin. 
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1.3.3 Management Accounting 


Managing the budget of a public organisation to deliver objectives to time, to 
standard, efficiently and effectively is no simple task and it requires highly 
trained and financially aware managers. The operational manager needs to 
understand what causes costs to be what they are, that is, what drives costs, 
and which parts of the organisation are operating efficiently and effectively 
and which are not. This is a contrast with administering a budget within the 
context of a PFA/IC regime where the administrator’s task is much more lim- 
ited to ensuring compliance with the ministry of finance external controls. 
What this also means is that both budgets and financial information need to 
be allocated in accordance with the needs of the manager, not solely in accor- 
dance with the needs of the ministry of finance. 

The development of management accounting therefore should be a feature 
of this reform. Management accounting responds to a managers requirement 
not only for different budgetary and financial information for effective man- 
agement from that required by a ministry of finance, which has different 
interests from the manager. What are also required are systems which deliver 
performance information and which need to be linked to the management 
accounting system. This linkage should affect the construction of the budget 
as well as the type of financial analysis the manager should require. The form 
of analysis that suits a ministry of finance is rarely likely to meet the needs of 
the manager, especially where the manager is responsible for delivering effi- 
ciency and effectiveness and service quality. This involves a challenge to the 
traditional practices and controls exercised by a ministry of finance. It also 
requires the development within public organisations, other than a ministry 
of finance, of more sophisticated financial analytical systems and the capacity 
of organisational financial analysts and managers to utilise those systems. This 
in turn raises questions about the capacity of finance officers within organisa- 
tions. Do they have the training to provide the information that managers 
require? These requirements are not simply those of financial controller and 
bookkeeper” but managers will require financial analytical information and 
that a capacity exists to provide advice and support including over the imple- 
mentation of policy, the strategy for the implementation of that policy as well 
as over the development and implementation of investment projects. These 
are not skills that are readily available within governments and require the 


12A bookkeeper records the financial transactions of an organisation, and the financial controller role in 
public organisations in transition and developing economy countries usually includes ensuring that such 
transactions are within budget and comply with the relevant financial regulations and meet legal 
requirements. 
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employment of professional, that is, more expensive, staff. A question then is 
how are such skilled persons to be recruited, used and integrated into existing 
career structures? Integration is important because such skilled professionals 
need to become ‘part of the team’ and not perceived as ‘outsiders’. 


1.3.4 Control 


"The term ‘control’ has a wide range of meanings. These can range from ‘pro- 
hibit’ to ‘manipulate’, and within this range there are two major themes. First, 
there is the idea of control as ‘domination’. Secondly there is the idea of con- 
trol as ‘regulation. Both meanings can exist within the use of the term in the 
PFM/IC management arrangements. 

Advisers and others promoting PFM/IC sometimes talk about ‘control’ in 
terms of ‘lines of defence’ focussing on ensuring that public resources and 
assets are not misused through fraud or corrupt activity./“ This often occurs 
where internal audit has been developed before PFM/IC and the ‘policy focus’ 
is dominated by internal audit concerns. This is quite appropriate if the only 
concern is financial and budgetary control which leads to a robust public 
financial administration. But the result is not financial management. It also 
makes the mistake of focussing control on adherence to procedures and bud- 
getary compliance not recognising that bringing together public financial 
management and internal control broadens the meaning of internal control to 
include the management controls necessary to secure the achievement of 
objectives and to do so to time, to standard, within budget, efficiently and 
effectively. The issue for management is how to ‘control’ (a better term might 
be ‘steer’) the organisation to ensure that it delivers its objectives and at the 
same time makes the best use of resources. This is not about defence. This is 
achieved by deciding upon the best strategy that will achieve success and that 
strategy will depend upon how best to utilise all the resources that a govern- 
ment has available for a specific purpose and how to do so efficiently and 
effectively. Delivery of that strategy depends upon the quality of management 
and that is why the focus of PFM/IC is upon ‘management’ and its ability to 
achieve its objectives. Merely thinking about control in terms of ‘defence’ will 
not achieve that. 


15 Accounting controls in perspective: Emmanuel and Otley: Explorations in financial control (p. 129). 
Editors Lapsley and Wilson 1997. 
14 See, for example, Institute of Internal Auditors (ILA) exposure document June 2019 and subsequent 
updates. https://global.theiia.org. 
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1.3.5 External and Internal Control 


The development of PFM/IC has the consequence that detailed financial and 
budgetary control shifts from external control to internal control. This means 
that instead of an external organisation such as a ministry of finance or a state 
auditor or some other external body, that is, external to the ministry or other 
public organisation, approving expenditure and ensuring that spending does 
not exceed approved budgets or that personnel appointments and procure- 
ment arrangements conformed with externally set regulations, such controls 
would be exercised by the management of the public organisation itself. This 
is characteristic of moving from an administrative style of public service 
organisation to a managerial style. Thus, the organisation management would 
act as the controller, albeit exercising that control according to centrally agreed 
rules and it would be accountable for how it had applied those rules. The 
benefit of this is that it facilitates the exercise of discretion by the management 
of an organisation and therefore creates the opportunity to improve efficiency 
and effectiveness in the utilisation of public resources. This element of the 
reform is counterbalanced by enhanced arrangements for managerial account- 
ability. Professor Allen Schick argued in 1978 in an article on Contemporary 
Problems in Financial Control’? that the evolution from external to internal 
control was a ‘sea change’ in financial systems, that is, “Internal control is 
much more than a procedural matter. It represents a fundamental shift in 
attitude about government. In an era of big activist government, internal con- 
trol signifies that public agencies can police themselves, that it is much more 
important to get on with the job than to worry about preventing the misuse 
of funds.” Therefore, where a country wishes to implement PFM/IC it does 
need to ask itself this question: Given the growth in the scale of public services 
with the growing demand for more and better quality services can we con- 
tinue to administer those services in the same manner that we have always 
done and still achieve the objectives of public expenditure, or do we need to 
rethink the administrative arrangements? The substantive introduction of 
PFM/IC, that is, with a managerial perspective, raises this question. It also 
adds to this question by asking, what is the purpose of the control? Is it simply 
budgetary and financial control to maintain a traditional and tight control to 
meet the particular needs of the ministry of finance (and other central minis- 
tries) or should the control reflect not just those needs but also those of the 
manager required to help the manager achieve objectives and performance 


55 Public Administration Review, Vol. 38, No. 6 (Nov.—Dec., 1978), pp. 513-519. Published by Wiley on 
behalf of the American Society for Public Administration. 
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standards? Managerial control needs are likely to be different from those of a 
ministry of finance because a line manager may require greater flexibility in 
the management of budgets in order to deliver objectives and to make 
improvements to efficiency and effectiveness: a ministry of finance is in no 
position to do either of these. To reconcile the ‘control’ interests of a ministry 
of finance and a manager, a necessary parallel reform should be to establish a 
different approach to the external control framework of regulations and guid- 
ance so that it focuses on strategic issues rather than on the detail. Reform also 
needs to occur to the budgeting and accounting arrangements. Such a reform 
would allow budgetary and accounting information to be analysed in a man- 
ner that suits two sets of needs, that is, those of the manager and the ministry 
of finance. No longer should a ministry of finance have a monopoly on how 
such information should be presented. This will require the development of 
more sophisticated data analytical arrangements. 

Another feature of effective management is how well managers cope with 
austerity. Periods of austerity are almost inevitable and the challenge for man- 
agers in such circumstances is how then to continue with the highest possible 
level of service delivery. It is not simply a matter of ‘cuts’ but of prioritising 
services, seeking out inefficiencies, disposing of underused or surplus assets 
and rethinking how services can be delivered within a constrained financial 
envelope. Again, line ministry managers are more likely to be effective in 
managing austerity at the individual service level than the ministry of finance, 
emphasising again the significance of internal control being exercised by the 
organisation management. 

Whether or not such a change from external to internal control could or 
should occur or be achieved depends upon the quality of the existing public 
administration arrangements. It also depends upon the level of trust that 
exists between the political and the official levels of the public administration 
and between a ministry of finance and other central ministries and line min- 
istries and other public organisations. In some countries, such trust does not 
exist and results in the politicisation of the civil or local government adminis- 
tration with a reluctance to offer any concessions on control by central minis- 
tries. This lack of trust, in turn, encourages elected officials to see their role as 
including that of operational management, sometimes at a very detailed level. 

“Trust”, which needs to exist at all levels, is not just trust that ‘inputs’ are 
controlled but that the ‘outputs’ meet expectations compared with those 
‘inputs’. Those expectations though need to be explicit rather than implicit. 
‘Trust’ is a product of the professionalism of the management. 

Another factor is that central ministries may also be very reluctant to lose 
their powers to exercise detailed control. An example of central ministries 
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wanting to maintain central control is that given by De Geyndt referring to 
devolution of responsibility to hospital management in low- and middle- 
income countries with the aim of making their hospitals more performing, 
that is: 


Policies granting autonomy to public hospitals have had limited success. In all 
cases Boards of Directors have been created. Governance of autonomized hospi- 
tals by Boards however is obstructed by the resistance of central level entities to 
have their authority diminished. The Ministry of Finance tends to maintain 
control over revenues and expenditures. The Public Service Commission resists 
abdicating its role to hire, promote, transfer and dismiss government employees. 
The Ministry of Health attempts to keep its authority to appoint hospital staff, 
procure medical supplies and equipment; it may do so directly or indirectly by 
selecting and appointing Board members. Management information systems 
continue to collect activity measures to be aggregated at the national level for 
statistical purposes and do not provide financial and clinical data useful for deci- 
sion making by the Boards and by senior management./” 


Also attempts to establish sophisticated systems of public financial manage- 
ment, including PFM/IC, when existing systems of public financial adminis- 
tration are weak, are mistaken. Examples of public financial management 
reform failures are given in a research study “Evaluation of Public Financial 
Management Reform’.'” 

Weakness in public financial administration is identified by extensive levels 
of corruption and fraud, weak budgetary and financial controls or poor appli- 
cation of such controls, by lack of trained and experienced civil or local gov- 
ernment staff and by instability in staffing arrangements, often demonstrated 
by political interference in operational management because of a lack of trust. 
This in turn prevents the development of the ideas of ‘delegation’ and “mana- 
gerial accountability”, both of vvhich are essential to the establishment of 
PFM/IC and management more generally. In such circumstances introducing 
sophisticated systems which, if they are to work, means giving more discretion 
to individuals without a strengthening of accountability. This will only exac- 
erbate current problems, not lead to their solution. This point about building 
quality before switching from external to internal control has been made by 
Stephen Peterson in his book on the lessons from Ethiopia's 12-year reform/5 


16 Social Science and Medicine 2017, Pgs. 74-80, De Geyndt: journal homepage: www.elsevier.com/ 
locate/socscimed. 


7 OECD, published by Swedish International Development Agency (SIDA) 2012. 
'8 Public Finance and Economic Growth: S. Peterson. Routledge, 2015, p. 254. 
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“A coherent financial reform requires an alignment of the purpose of the finan- 
cial reform, building financial administration or management, with the oper- 
ation of the state, administration or management. A principal and possibly 
key reason that financial reforms have failed in developing countries, espe- 
cially Africa, has been the attempt to insert financial management into states 
that have weak administration.” As Professor Peterson says, “How can you 
build a sophisticated financial management system onto a weak public admin- 
istration system?” 


1.4 Implementing Reform 
from a Management Perspective 


Looking at the implementation of PFM/IC from a management perspective 
this raises a specific set of issues that need to be considered. These are dis- 
cussed in the following sections. 

These are questions that the top management (ministerial and state secre- 
tary or equivalent in local government) together ought to be asking and they 
involve cooperation between political and operational management. They 
apply equally to both expenditure and income. 


1. How do we best deliver the policy and the objectives we are expected 
to deliver; 
. How do we deliver those objectives to time, to standard and within budget; 
. How do we deliver those objectives efficiently and effectively; 
. Is the present organisational structure appropriate for the purpose; 
. Do we have an appropriately skilled management and workforce; 
. Do we have the necessary resources and information, financial and 
performance; 
7. How do we ensure that public resources, including assets, are only used for 
approved public purposes; 
8. How do we ensure financial resilience for the organisation, not just for the 
current year but into the medium and longer term; 
9. Are the accountability arrangements clear and effective, both internally 
and externally? 


CN VA M ON 


The order of the importance of each of these questions and vvhich element 
of management has the most interest in them lies with the circumstances that 
prevail in each country seeking to introduce PFM/IC. Failure to approach 
this reform in this manner will affect its success. In answering these questions, 
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the top management, both political and official, also need to ensure that the 
culture prevailing in the organisation is one that is focussed upon the interests 
of the user of public services; that those to whom authority is delegated are 
prepared to accept the conditions of delegation and accountability and that 
the operational environment enables them to do so. The public interest should 
be paramount. 

These managerial elements of the reform process are not addressed just by 
the technicalities of PFM/IC. They need to be addressed as part of the pro- 
cesses of a public administration reform leading to a focus on management. 
(The relationship between the PFM/IC reform and public administration 
reform is discussed in Chap. 14.) That such a public administration reform 
should occur and ideally precede a PFM/IC reform is essential as part of the 
preparation for the introduction of PFM/IC. A PFM/IC reform cannot be 
used to drive managerial reform: managerial reform needs to come first. As 
the PFM/IC reform requires a high degree of managerial skill the reform 
should not be entered into without a full appreciation of what will be required 
in terms of managerial capability as well as the extent of the technical reforms 
that will be required. 

If the argument is that the civil service/local government service does not 
have that capability, this in fact raises the whole question as to whether a 
PFM/IC reform is appropriate anyway. Introducing the PFM/IC reform 
without civil and local government service reform, unless it already has a man- 
agerial capacity, is a mistake. A consequence, if the reform is to go ahead, is 
that the reform will take much longer to implement with the risk, even likeli- 
hood, that the benefits will not be achieved. However, the reality is that this is 
what frequently occurs. (Personnel development is discussed in Chap. 14.) 

Planning the implementation of PFM/IC, as is shown above and in later 
chapters of this guide, should recognise that there are a series of important 
strands that need to be addressed to accommodate both the managerial and 
financial changes that accompany the reform. These include 


e an emphasis upon managerial decision making within the delegated param- 
eters designated for each level of management, to achieve objectives effi- 
ciently and effectively and within budget; 

e a reconsideration of the relationships between central and line ministries to 
facilitate decision making at the line ministry level whilst retaining overall 
financial and budgetary control; 

e reform to the budgeting arrangements to provide the information manag- 
ers require; 
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e development of the financial and performance information that managers 
will require including the development of cost and management accounting; 

e reform to the information technology systems (IT), both to extend their 
use and to amend current systems to make them “managerially friendly’; 

e the development of accountability and transparency arrangements and 
encouraging parliament, interest groups and users of public services in 
reviewing performance to bring together finance and outputs and for par- 
liament to develop a capacity to consider budgets and reports not just in 
terms of financial inputs but also in terms of expected and actual outputs. 


Because PFM/IC represents such a radical managerial change the cultural 
environment in which decisions are made also needs to change because this 
creates new risks. This is addressed in Chap. 6. 

A crucial element of this reform should be to create a civil and local govern- 
ment service that has a capacity to advise ministers (and mayors) on policy 
issues based upon their experience of operational management and to deliver 
public services efficiently and effectively within budgetary and legal specifica- 
tions and the politically determined policies. 

Also, citizens want to see that public funds (their funds!) are well spent and 
that legal and regulatory rules are adhered to. Managers and policy makers do 
not have a monopoly of wisdom over decisions about service levels and there 
is an increasing trend to encourage public participation in decision making 
processes including in the budget process. The benefits have been summarised 
in this way: 


Good public participation practices can help governments be more accountable 
and responsive to their communities, and can also improve the public’s percep- 
tion of governmental performance and the value the public receives from their 
government. Transparency is a core value of governmental budgeting. 
Developing a transparent budget process will improve the government's credi- 
bility and trust within the community.” 


The solution to public sector problems frequently requires reliance on sev- 
eral public organisations coordinating their activities. It may also require 
coordination with private organisations. A single organisation thinking that it 
can alone solve a social or other form of public problem (such as the allevia- 
tion of homelessness), that is, a silo mentality approach, can be mistaken. Yet 
very often individual ministries are allocated specific responsibility even 


19 https://vvvvvv.gfoa.org/ materials/ public-engagement-in-the-budget-process. 
P 8 g P gag get-p 


1 Changing from Financial Control to Financial Management... 25 


though an effective solution depends very heavily upon utilising the resources 
and expertise of other organisations. A feature of PFM/IC is information and 
coordination and that just does not mean within an organisation but more 
widely. This again is a management responsibility and is not simply addressed 
by thinking only in terms of budgetary and financial control within a single 
organisation. Management needs to consider this wider dimension in prepar- 
ing budgets and in the form of the accounting and performance arrangements 
that will be necessary to enable managers to maintain control and determine 
how well they are achieving their objectives and very often in cooperation 
with managers from other organisations. This again raises the question of how 
such operational service coordination that can be required over time can be 
best achieved. That coordination may be essential in considering how to 
achieve efficiency and effectiveness. 

However, preventing the development of a ‘silo mentality’ can be extremely 
difficult. Programme budgeting is in theory a solution to this problem but 
programmes are frequently just focussed on individual ministries with line 
ministry managers reluctant to share budgets with other organisations.” A 
ministry of finance can exercise pressure to encourage budget sharing but, in 
practice, to be successful a cabinet decision led by the prime minister (or in 
some countries by a president) with parliamentary support may be essential. 


1.4.1 Longer Term Public Financial Management 


In many countries, whether operational management is the responsibility of 
political or civil service officials, public services and activities are not managed 
but are administered in accordance with traditional practice. This means that 
the focus of financially based control is on spending the items of the current 
year’s line-item budget with little or no regard to the longer term even where 
medium term budgeting exists. Also, no practical regard is had to how to 
improve efficiency and effectiveness as part of the administrative arrange- 
ments even though often budgetary announcements may be coupled with 
expressions of intent to make such improvements in public service delivery. 
However, most public sector objectives along with improvements in efficiency 
and effectiveness cannot be achieved within a single year or even a medium- 
term time horizon of a three- or four-year budgetary period. Effective man- 
agement of public services requires that regard should be had to the longer 
term time horizon over which objectives may be achieved along with 


?° A senior UK civil servant once informed this author that she would not be prepared to advise her min- 
ster to agree to any sharing of the budget. 
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improvements in efficiency and effectiveness. This is not about multi-year 
budgeting but is about establishing a longer term financial perspective of the 
costs of implementing public policy in providing particular services. That lon- 
ger term financial perspective is necessary for a better quality of budgeting. 
That financial perspective is likely to reach beyond the conventional three- or 
four-year period of medium-term budgeting. Longer term budgeting is also 
nota simple projection forward of existing budgets and allowing for inflation. 
It needs much more extensive analysis. Effective management requires that an 
organisation has a capacity to prepare long-term financial forecasts reflecting 
all circumstances such as the ongoing future costs of current policies and 
investments as well as the factors that are likely to affect those future costs and 
the ongoing financial resilience of the organisation. These other factors would 
include the financial impacts of, for example, changes in the population, leg- 
islation, technology, in the environment, including climate change and so on. 
Only then can management prepare longer term service plans where the 
impact of potential ‘shocks’, such as budgetary limitations, on service delivery 
can be properly assessed. If such longer term analyses are not made, those 
responsible for service delivery can then be forced into short-term ‘service 
cuts’ to accommodate unforeseen events which are almost inevitably uneco- 
nomic and damaging to service delivery. Longer term financial forecasting, 
which may cover any period from three to ten years (depending upon the 
service concerned such as its capital intensiveness) is an important factor in 
achieving greater efficiency and effectiveness in service delivery and is an 
important element in the development of PFM/IC. Again, this is frequently 
overlooked in its implementation or if forecasting is attempted it is treated as 
a token type of exercise. 

Another feature of longer term public financial management is the long- 
term financial resilience of a public organisation. Political management should 
be advised by the civil or local government service against making policy or 
investment decisions which are unlikely to be capable of being financed over 
the longer term. That way leads to a lack of financial resilience or an inability 
to continue with the present patterns and standards of service delivery or, for 
say a local government. an inability to remain solvent. (The financial perspec- 
tive of a state secretary (or equivalent) is always likely to be longer than that 
of a politically appointed official and this should be reflected in how a state 
secretary considers the financial viability of an organisation.) 
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1.4.2 Ownership of the PFM/IC Reform and Stability 
in the Reform Process 


Another factor which is frequently not considered is the ownership of the 
PFM/IC reform and stability within that ownership. This is also an element 
in the cultural issues that were referred to earlier. ‘Ownership’ raises the ques- 
tion, whose reform is it and that in turn affects its acceptability? Is it an exter- 
nally imposed reform as part of a financial aid package (bearing in mind that 
the motives of the providers of financial aid packages are not necessarily the 
same as those of the recipient government)? Or, as for European countries, is 
adoption of the reform a condition of membership of the European Union? Is 
it a reform wholly embraced by the government itself or only by the ministry 
of finance? Within individual government organisations the question becomes, 
is it a reform that a ministry or local government itself wishes to see imple- 
mented or is it to be imposed by an external organisation such as the ministry 
of finance. And within that as the reform is applied who becomes the ‘owner’ 
within individual organisations? 

There is also the question of the overall owner within a government. Usually 
this is the minister of finance but whether this is a sufficiently high level of 
ownership depends upon the status and experience of the minister of finance 
and of the ministry of finance. If that minister does not have a high status 
within the government, to be successful the overall owner might have to be 
the prime minister, whose support is essential anyway. High-level ownership 
is essential to successful implementation. 

Externally imposed reforms have much less chance of being successful in 
the longer term, especially where the benefits cannot be perceived. This is 
because they are lost in the bureaucratic arrangements which often occur 
with such reforms (not least with public financial management reforms). 
Equally, even if reforms are externally imposed, there does need to be a 
‘local owner’ and leader who is sponsor of the reform within the organisa- 
tion. The question then is who is that to be? This in turn raises the question 
of consistency. If the ‘owner’ or leader changes frequently, as is possible 
when the owner or leader is a political appointee, can consistency of policy 
be maintained and maintained continuously? At the individual public 
organisation level, such as line ministries and local governments, ownership 
ought to lie jointly with the political leadership and the civil service or local 
government official leadership. Civil service or local government ownership 
is essential where operational management is their responsibility. The tech- 
nical aspects of PFM/IC do require considerable technical knowledge and 
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the owner must also have considerable persuasive powers to secure imple- 
mentation within large and complex organisations (as ministries and larger 
local governments are). 

Similarly, a minister of finance or the state secretary within that ministry 
will need to persuade key officials within the ministry to accept the implica- 
tions of the reform for that ministry. For example, the head of the budget 
department will need to be persuaded that the budgetary arrangements should 
be redesigned to meet the needs of the manager as well as those of the ministry 
of finance and similarly with financial information. Again, persuading the 
department or ministry responsible for personnel to recognise the need to 
allocate personnel costs in a manner which promotes effective management 
may also prove difficult. Also, persuading those responsible for determining 
salary structures to recognise the enhanced role of the head of finance and 
finance department staff and hence to attract appropriately trained and skilled 
personnel may prove difficult. (Not the least of these reasons for difficulty will 
be that they upset traditional arrangements.) 

Achieving ‘ownership’ and its continuity are among the most significant 
challenges to be faced by those responsible for the application of this reform, 
yet they are usually never considered where the reform is treated as a technical 
bureaucratic reform ignoring all these managerial and cultural implications. 
Or where the pressure for reform comes from external organisations such as 
providers of aid, the driver of implementation is likely to be the donor rather 
than an ‘internal’ owner. Neither of these approaches will lead to success in 
terms of achieving the benefits of the reform. 


1.4.3 Corporate Governance (or ‘Good Governance’) 


Corporate governance is rarely considered in the process of introducing PFM/ 
IC. This is even though an essential feature of the reform is promoting good 
governance, including transparency and accountability. Corporate gover- 
nance has been defined as being about the way in which public organisations 
are directed and controlled. The design of the structures of governance within 
organisations and not least between political and appointed officials and 
between first- and second-level organisations should have regard to the 
requirements of corporate governance. A failure in such relationships can lead 
to serious adverse consequences.”l 


2! A recent example of such consequences was described in a report on the financial problems of Croydon 
Council, a UK local authority. The Penn report 2023 | Croydon Council, www.croydon.gov.uk. 
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Accountability is an important feature of corporate governance and associ- 
ated with accountability is transparency. Transparency is a key factor in devel- 
oping ‘trust’. There are two elements to accountability. One is internal 
accountability. A need for operational management accountability as an 
essential element of the PFM/IC reform is widely accepted. It should demon- 
strate how efficiently and effectively objectives and performance standards 
have been delivered to the senior and top management of an organisation. A 
second is accountability to external interests, that is, external to organisations 
such as parliament, to the service user and taxpayer, that is to civil society. 
External accountability, particularly to parliament, has been referred to earlier 
in this chapter but is usually not considered in PFM/IC reform proposals. A 
fear appears to be that external accountability exposes governments to criti- 
cism and risk. Yet, transparency and accountability enhance the benefits from 
the implementation of PFM/IC as the following quotation demonstrates: 
“International experience, from research, ... show(s) that there is a strong 
positive correlation between accountable and transparent political and eco- 
nomic institutions and the sustainability of the development outcomes.” ”? 

Corporate governance should be therefore a factor that the government, 
the minister of finance and ministers and mayors as well as senior civil service 
and local government officials should take into account and incorporate into 
guidance on the application of PFM/IC. 

PFM/IC, if properly implemented, improves the quality of governance 
because it makes clearer who is responsible for what. It also causes the distri- 
bution of responsibilities through the introduction of delegation accompa- 
nied by managerial accountability arrangements, so that those responsibilities 
are no longer focussed wholly upon a single or very few senior, usually politi- 
cal, officials. Because PFM/IC encourages the separation of policy decision 
making and the strategy for implementing those policy decisions from the 
actual execution and operational decision making, it gives to top and senior 
management more time to focus on strategy and policy and hence potentially 
improve the quality. It also potentially allows operational decision making to 
occur at the level of an experienced operational management. This is because 
through delegation, operational decisions are more likely to be made by per- 
sons (civil or local government officials) who should have longer operational 
experience of a service or activity than elected officials whose tenure in office 
can be limited and often they will have no practical experience in the delivery 


22 Keynote Address: Transparency and Public Accountability is at the Core of Good Corporate Governance: 
Dr. Idah Pswarayi-Riddihough, World Bank Country Director for Sri Lanka and the Maldives: April 
2018: https://www.worldbank.org/en/news/speech/2018/04/10/keynote-address-transparency. 
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of the service or activity for which they are responsible. Separation of opera- 
tional decision making also allows operational decision makers to focus on the 
operational considerations rather than being influenced by political consider- 
ations, although such considerations may influence operational decisions. 

Governance also includes the arrangements put in place to ensure that the 
intended outcomes for stakeholders, who could include service users, taxpay- 
ers and other interested parties (i.e., civil society), are defined and achieved. 

An international framework” describes the fundamental function of good 
governance in the public sector as being to ensure that public organisations 
achieve their intended outcomes while always acting in the public interest. 
This framework further defines what acting in the public interest means, 
that is: 


Acting in the public interest requires: 

A. Behaving with integrity, demonstrating strong commitment to ethical val- 
ues, and respecting the rule of law. 

B. Ensuring openness and comprehensive stakeholder engagement. 

In addition to the overarching requirements for acting in the public interest 
in principles A and B, achieving good governance in the public sector also 
requires effective arrangements for: 

C. Defining outcomes in terms of sustainable economic, social and environ- 
mental benefits. 

D. Determining the interventions necessary to optimise the achievement of 
the intended outcomes. 

E. Developing the entity’s capacity, including the capability of its leadership 
and the individuals within it. 

E Managing risks and performance through robust internal control and 
strong public financial management. 

G. Implementing good practices in transparency, reporting and audit, to 
deliver effective accountability. 


1.4.4 The Timing of the Reform 


Because introducing PFM/IC is a major reform, there is no “quick fix” such as 
simply introducing a law specifying what is to be done coupled with the intro- 
duction of a series of additional bureaucratic procedures. The introduction of 
PFM/IC will take a considerable period of time to implement across a public 


3 International Framework: Good Governance in the Public Sector: IFAC: CIPFA (2014). 
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sector, maybe 10—15 years?” or more, although where there is a decentralised 
state each with a regional government implementation is likely to take longer. 
Not only within this period will the techniques associated with PFM/IC need 
to be implemented, including the extended financial and performance infor- 
mation systems, but also and fundamentally the managerial changes that will 
be required, including the inculcation of managerial skills. This will require 
the development and/or employment of skilled managers and in some coun- 
tries a refocusing of elected official interests away from day-to-day administra- 
tive and operational arrangements towards the development of policy and 
strategy together with an oversight responsibility for operational management 
activity. 

Indeed, introducing PFM/IC is really an ongoing reform as experience is 
gained and new ideas emerge. What is important in the first stage in the 
implementation of PFM/IC is to put in place the basic elements of this 
reform, that is: 


e ‘The sponsors of the reform having a clear appreciation of what the reform 
is essentially about with its managerial implications and promulgating 
widely that appreciation; 

e Ensuring that a robust and skilled financial administration exists; 

e ‘That service delivery objectives, performance objectives and performance 
standards are established; 

e Trust is built between the political level and the civil and local government 
service officials facilitating the delegation of operational responsibility and 
between central and line ministries; 

e Establishing managerial structures accompanied by delegation and mana- 
gerial accountability for operational management; 

e Reorganising budgetary and financial accounting arrangements so that 
they not only provide the information and budgetary control that the min- 
istry of finance requires but also provide the managerial information the 
managers require to enable them to deliver the objectives efficiently and 
effectively, to standard, to time and within budget; 


“Comprehensive reform programmes usually have a time perspective of 10-15 years. This will allow 
capacity development measures to start at the earliest stage of reform planning without necessarily delay- 
ing the reform work. However, in practice, there may be a conflict between this view and the desire of 
certain donors and government to start implementation at the earliest possible date without providing 
scope for capacity development. The result may be the early production of reform plans that can be char- 
acterised as shopping lists rather than reform efforts. There will be a need for a strategy on when and how 
to use technical assistance and also to liaise with and incorporate ongoing reform efforts in order not to 
waste knowledge and lose momentum. Public Finance Management in Development Co-operation—A 


Handbook for SIDA Staff 2007 para 6.3.1. 
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e Developing a financial analytical and a long-term financial forecasting 
capability; 

e Ensuring that managers, and policy makers, have the statistical data they 
require to accompany financial data; 

e Ensuring that the objectives and activities of second-level organisations 
(such as agencies and state-owned enterprises) are consistent with those of 
the owning first-level organisation and that second-level organisations 
operate to the same standards as those expected of first-level organisations; 

e The development of a parliamentary capacity to scrutinise managerial per- 
formance (this would go beyond that required to address the reports of the 
state auditor). 


Only towards the end of this schedule of activity would it be appropriate to 
seek to introduce the bureaucratic elements associated with the reform such as 
the five elements of international best practice bureaucratic (i.e., COSO) 
requirements (see Chap. 11). What PFM/IC is NOT about is simply intro- 
ducing those five elements. Yet this has been the focus of much reform activ- 
ity, especially in countries joining or aiming to join the European Union and 
then seeing this as the starting point for the reform. These practices are impor- 
tant but they are only facilitators and what matters is the quality of leadership 
and management and how management utilises the information becoming 
available from those practices. In other words, these are techniques for man- 
agement to utilise. 

Because of the length of time that the reform will take to implement, there 
is a risk of ‘reform fatigue’. Therefore, a staging process should be developed 
where key milestones are established with progress measured against those 
milestones. 


1.5 Applying This Reform 
Applying this reform will be complex as well as requiring a long-term time 


horizon. Set out below is a summary of the key practical issues that need to be 
taken into account. 


1.5.1 The Practical Consequences of the PFM/IC Reform 


"This section brings together issues that have been referred to earlier in this chap- 
ter. As has been shown the consequences of applying the reform extend well 


1 Changing from Financial Control to Financial Management... 33 


beyond introducing the various bureaucratic requirements because of the sig- 
nificant managerial implications and the impact upon budgeting and account- 
ing arrangements. (A detailed summary of the impacts of the reform, vvhich are 
very vvide-ranging, is given in the annex to this chapter.) Hovvever, a key pre- 
liminary condition before countries should adopt PFM/IC is that their present 
public financial administration/financial control arrangements are robust. This 
means that fraud and corruption have limited effects; that very importantly a 
robust system of financial control exists and consequently that budgets are well 
managed. If this is not the situation, then a preliminary reform should be to 
ensure that the present arrangements for public financial administration are 
reformed to make them robust and that manipulation of the public finances 
does not occur through any systematic abuse of the control system. Examples of 
the latter have been given earlier in this chapter. Why the existence of a robust 
control is so essential is that a key feature of PFM/IC is the development of 
managerial discretion and delegation with the transfer of control responsibility 
from an external control by a ministry of finance to an internal control by an 
organisation itself. The quality of internal control then becomes primarily the 
responsibility of the management of each public organisation. 

Another key practical, and in some countries controversial, consequence of 
the reform is the delegation of operational management from the political 
level of management to the official civil service or local government service 
level. For some countries this will be a significant change of approach and will 
require change to organisational structures. These will, in effect, be demanded 
by the practicalities of establishing a professionalised approach to the manage- 
ment of the delivery of public services. This will have major consequences for 
how civil and local government service officials are trained as well as how 
accountability arrangements evolve between the official and political levels of 
management. However, the reality is that not all operational management 
decisions need to be delegated and there will be some circumstances where 
delegation is inappropriate. (In Chap. 14 a discussion is included about where 
and where not delegation is appropriate.) A major advantage of delegation is 
that it creates a more informed civil (and local government) service. This is 
potentially to the significant advantage of the politician in the formulation of 
policy where cooperation between the political and operational managerial 
levels is highly desirable. 

Because managers will require different budgetary and financial informa- 
tion for effective management from a ministry of finance, this will potentially 
expose differences between a ministry of finance budget department and line 
ministry managers. This could be a source of resistance and tension. The man- 
ager also requires performance information. Finance and performance need to 
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be linked and this linkage should affect the construction of the budget as well 
as the type of financial analysis the manager should require. Again, this is a 
potential source of tension between the manager and the ministry of finance 
budget and financial accounting (sometimes called treasury) departments. As 
has been pointed out earlier, the form of analysis that suits a ministry of 
finance is rarely likely to meet the needs of the manager, especially where the 
manager is responsible for delivering objectives and performance standards 
efficiently and effectively as well as service quality. This involves a challenge to 
the traditional practices and controls exercised by a ministry of finance. It also 
requires the development within public organisations, other than a ministry 
of finance, of more sophisticated financial analytical systems (i.e., manage- 
ment accounting) with the development of the capacity of managers to utilise 
those systems. This also raises questions about the capacity of finance officers 
within organisations. Do they have the training to provide the information 
that managers require including advice about the development and strategy 
for the implementation of policy? They also need the analytical skills to iden- 
tify those factors which impact upon efficiency and effectiveness. The ques- 
tion then is how are such skilled persons to be trained, recruited, used, retained 
and integrated into existing career structures? These are not skills that are 
readily available within governments and require the employment of profes- 
sional, that is, more expensive, staff. Those responsible for implementing 
PFM/IC need to address such questions. 

Also required will be performance information systems. These must be 
robust, relevant to the needs of the manager but subject to independent con- 
trol so that the manager is not able to manipulate the information flowing 
from those systems and in that way demonstrate a better performance than is 
actually occurring. 

A managerial responsibility with PFM/IC is to deliver an objective to time, 
to standard, within budget, efficiently and effectively. This is a far more diff- 
cult task than a simple requirement to ensure that expenditure does not exceed 
a prescribed budgetary limit. This demands a skill and expertise that requires 
development, and this in itself will mean that PFM/IC cannot be introduced 
without managerial change and then over a period of time as experience is 
gained. PFM/IC establishes a need for a high quality of managerial skill. 
Consequently, the reform should not be entered into without a full apprecia- 
tion of what will be required in terms of managerial capability as well as the 
extent of the technical reforms that will be required. This therefore means 
thinking about how such managerial staff will be trained and/or recruited and 
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retained. Are there, for example, to be negotiations vvith a university to pro- 
vide appropriate managerial courses, and if there is not a capability to provide 
such courses, then hovv are they to be developed? 


1.5.2 How Will the Existing Political and Operational 
Management React in Practice to Advanced Public 
Financial Management Reforms? 


VVhere advanced public financial management reforms are to be introduced, 
reformers need to address how operational management is likely to respond to 
such reforms. This determines how effective they are likely to be. Mellett et al. 
(2007) have pointed out that in the example of the application of accrual 
accounting in the United Kingdom’s National Health Service, which has a 
sophisticated management, managers did not in fact utilise accrual account- 
ing information.” Similarly, in a review of three decades of public sector 
reform in the United Kingdom, Christopher Hood and Ruth Dixon con- 
cluded: “As to reform making the Government Work Better and Cost Less 
there has been No Change.””® 

Again, with the introduction of another technical reform, programme bud- 
geting, although there are different approaches (analytic and managerial), a 
study in 2012 by the Korea Institute of Public Finance and the World Bank 
pointed out that even though “experience in some ... countries have shown 
that programs need to have clearly designated ‘owners’ with responsibility for 
the performance of each program. In practice, more than one ‘owner’ for a 
program means that resource allocation usually remains unresolved among 
the different owners, which defies one of the most important rationales for 
program budgeting. Furthermore, in such cases, it has proven extremely dif- 
ficult to assess the individual performance of the ‘owners’ involved.” This 
study also identified that “a program inherently is a broader category of expen- 
diture than an activity; hence, switching to a program structure inevitably 
enlarges the capacity of managers to decide how operating resources are 
used.””” The questions that this raises include is there the managerial capacity 
to support a programme approach and are the budgetary and accounting sys- 
tems capable of adapting to the managerial requirements of a programmatic 
approach? 


3 NHS Resource Accounting in Wales: Problems of Implementation: Mellet et al. (2007). 

°° A Government that Worked Better and Costs Less? Evaluating Three Decades of Reform and Change 
in UK Central Government. Oxford University Press. Hood and Dixon (2015, Table 9.2, p. 182). 

77 From Line-item to Program Budgeting Global Lessons and the Korean Case 2012. Edited by John 
M. Kim: Korea Institute of Public Finance and the World Bank: pages 21/22. 


36 N. Hepworth 


Another example illustrating the reaction to advanced financial manage- 
ment reforms where either strong coordination/support with local manage- 
ment did not occur or was inadequate or the purpose of the reforms was not 
fully understood has been described in a study investigating the implementa- 
tion of public sector accounting reforms in Egypt, Nepal and Sri Lanka. This 
study described the factors that affected implementation resulting in “resis- 
tance, internal conflicts and unintended consequences, including the fabrica- 
tion of results, in all three countries without any evidence of yielding better 
results for public sector and accountability.” 

These examples emphasise the need for much greater consideration to be 
given by advocates of PFM reforms to the impact upon organisational cul- 
tures, management and leadership arrangements. How are managers to be 
encouraged to support the reform and to make use of the reform information 
for practical managerial purposes? From a PFM/IC perspective, unless this 
occurs the benefits will not materialise. For example, whilst the opportunity 
will emerge to improve efficiency and effectiveness it will only happen if the 
manager wants to do so and utilises the information that becomes available. 
The role of the leadership of the organisation (political and senior official) is 
to encourage the operational manager in this approach and to create the envi- 
ronment that accepts this as ‘normal and expected’ behaviour. 


1.6 Individual Governments and This Reform 


Each government wishing to introduce PFM/IC will need to make some 
adaptations to what is described in this guide in order to reflect their own 
administrative, legal and cultural backgrounds. However, in making any 
such adaptations those responsible for the reform should not move away 
from the principle that this reform must require a management capability to 
be effective. Financial management and internal control ave a managerial 
responsibility. In other words, governments should not treat this reform as 
simply a reform designed to further tighten financial and budgetary con- 
trols. Though there are exceptions—some glaringly so—most countries 
already have tight budgetary and financial controls. These controls are often 
achieved in theory by systems/techniques (e.g., TT-based treasury financial 
accounting systems). Where weaknesses exist, the source of those 


38 Unintended Consequences in Implementing Public Sector Accounting Reforms in Emerging 
Economies: Evidence from Egypt, Nepal and Sri Lanka: Adhikari, Kuruppu, Ouda, Grossi, 
Ambalangodage: International Review of Administrative Sciences October 2019. 
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vveaknesses is usually a management failure in one form or another. VVhat 
are also frequently lacking in countries adopting PFM/IC reform are objec- 
tives and performance standards along with those controls designed to 
achieve those objectives and performance standards. This is firmly a mana- 
gerial responsibility, and this reform is designed to remedy that. Another 
deficiency is a lack of substantive measures to improve efficiency and effec- 
tiveness. Another commentator on management, Peter Drucker, defined 
effectiveness as ‘doing the right thing’ and efficiency as ‘doing the right 
thing right’: this is succinct and illuminating.”” Whilst the terms efficiency 
and effectiveness are used frequently, in many countries they are not sup- 
ported by substantive measures to identify how efficiency and effectiveness 
can actually be improved. The PFM/IC reform, if properly defined and 
applied, will address this and make such improvements possible, providing 
managers are prepared to take the necessary actions, that is, again a manage- 
ment issue. 

PFM/IC adds significantly to the day-to-day responsibilities of operational 
managers. This is because there are several features that improve the quality of 
operational management. These include the setting of and accountability for 
the achievement of objectives and performance standards, strategic and busi- 
ness planning and financial analysis to achieve efficiency and effectiveness and 
the emphasis upon risk identification and management. These are all factors 
which are designed to facilitate the achievement of objectives efficiently and 
effectively and hence for managers to be engaged in. These features alone may 
require the significant organisational change as well as budgetary and account- 
ing change referred to earlier. Not to recognise these will simply mean that the 
reform is just a cosmetic and is not worth the effort and cost because it will 
not produce the benefits that could otherwise accrue. How quickly the reform 
can be introduced will depend upon the administrative, cultural and legal 
background. Therefore, the timescales and approaches are likely to differ 
between countries. 

Countries should also recognise that this reform is a continuing process as 
experience is gained and circumstances change. There is effectively no 
‘end date’. 

The long timescales—years if not a decade or more—will create a challenge 
to the ability to apply the PFM/IC reform. The officials driving the reform 
will change. Importantly, if the reform relies on foreign aid funding, the 
patience of the funder and/or availability of funds is rarely long term. A criti- 
cal policy question for governments is whether they should even rely on 


29 « 


Efficiency is doing things right; Effectiveness is doing the right thing.” Peter F. Drucker. 
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external funding for the reform of core government systems. The term dates 
for such funding are generally relatively short and do not reflect the complex- 
ity and timescales for the reform of such systems including PFM/IC. In such 
circumstances governments should consider whether to fund this reform 
directly treating any aid funding as a ‘bonus’. The argument in this guide is 
that this reform is so important, with its managerial implications, that it is 
desirable in any event. A country’s financial system is at the core of its sover- 
eignty and that makes it desirable for a government to be determined in its 
ownership and hence its willingness to secure the reform over time with its 
own funds as far as possible. 


1.7 Structure of This Guide 


The initial chapters of this guide provide an overview of PFM/IC. A detailed 
explanation is also provided of the differences between public financial man- 
agement and internal control and public financial administration and internal 
control. Following this different chapters explain the responsibilities of the 
key officials who will be involved in implementing this reform. This is then 
followed by chapters explaining different aspects of the reform including the 
benefits and costs, the international standards of internal control, the impact 
upon the management of second-level organisations, the significance of trans- 
parency about the quality of the internal control arrangements and the rela- 
tionships with public administration reform. 


1.8 Summary 


This chapter emphasises the nature of this reform and, in particular, that it is 
not just some form of financial technique but requires a management reform. 
What is also necessary is that there is clarity of understanding by parliament 
and particularly at the higher levels of government, and of their commitment 
to the reform. With that commitment they need to recognise what this reform 
is really about, namely, that the reform is principally about the more effective 
achievement of the government’s policy objectives and making better use of 
public money. This consequently affects attitudes to external accountability, 
not least to parliament including the information available to parliament and 
also to civil society. 
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This reform cannot be successful unless it is linked to public administration 
or civil service reform. Such reforms ought to change the role of political lead- 
ers as well as appointed officials with, in principle, policy execution including 
operational management becoming the responsibility of the civil or local gov- 
ernment service officials and with the political level focussing on the develop- 
ment of policy, the strategy for the implementation of that policy and the 
supervision of the operational management. However, to be successful the 
reform must have regard to the local culture, the support of the local leader- 
ship and the present quality of the public administrative arrangements. Trying 
to build an advanced form of public financial management onto a weak 
administrative structure will not work and a first step in such circumstances 
has to be to improve the quality of the present administrative arrangements. 
Merely regarding this reform as desirable because it represents international 
best practice is a mistake because international best practice has no regard for 
the local culture and it contains assumptions that do need to be considered in 
its application. 

Other factors affecting success with this reform are ownership, leadership 
of the reform process and a willingness to change established practices so that 
managers can have the information that they need, not least financial and 
performance information, and this information may be different from that 
required by a ministry of finance. 

In undertaking this reform regard should be had to the impact on the cor- 
porate governance arrangements and that applying the reform will take a long 
period of time. Consequently, consistent political support will be needed. 

This introductory chapter deals only briefly with many aspects of the 
reform. Later chapters will address individual issues in considerably more detail. 


Annex 1 
Likely Consequences of the Reform 


There are many consequences of the adoption and application of the PFM/IC 
reform. Some are referred to in detail in Chap. 1 and others are discussed in 
more detail in later chapters in this guide. These consequences are sum- 
marised below. 
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The Managerial Consequences of the PFM/IC Reform 


A separation should exist between responsibility for policy making and 
strategy development (i.e., these should lie with politically appointed ofh- 
cials) and responsibility for policy execution including all aspects of imple- 
mentation (i.e., these should lie with appointed civil and local government 
officials), although where the boundary is drawn will vary and depend 
upon circumstances and policies. (In practice in many countries this sepa- 
ration does not exist.) However, effective policy making does depend upon 
the building of cooperation between the policy maker and those responsi- 
ble for implementation. Without that policy is being developed in a vac- 
uum. Effective policy making depends upon quality analysis of information 
including, for example, information about what drives costs and political 
decisions about cost drivers (examples would be pupil/teacher ratios and 
penal policy) will determine the costs of providing a service. 

Objectives and performance standards should be set by the political level of 
management and linked with budgetary availability (frequently none of 
this is clearly defined). 

Operational objectives should be based upon reliable statistical analyses 
where appropriate (this very often does not occur). 

The head of operational management such as a state secretary (or equiva- 
lent in local government) should have a specific responsibility for the qual- 
ity of operational management and the delivery of policy objectives and 
performance standards efficiently and effectively. In some countries no 
such position exists or where it does the official has relatively little authority. 
Operational management structures should exist designed by the head of 
operational management to deliver the objectives of the organisation (how- 
ever, because objectives are not clear neither are managerial structures). 
The head of operational management should have a specific and personal 
responsibility to ensure that systems exist to secure effective control and 
utilisation of the resources of the organisation, even though a political 
appointee (such as a minister) may have an overall responsibility. Often the 
allocation of responsibilities is not clear. 

The head of operational management should ensure that assets are used 
efficiently and effectively and if that is not possible disposed of. In practice, 
assets are frequently not well managed because no such personal responsi- 
bility exists, and in effect under, or improper, use can represent a significant 
waste of public resources. 
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"The effective application of the international PFM/IC standards should be 
a responsibility of the head of operational management: that head should 
then be responsible to the political head for the quality of their application. 
This responsibility can only be exercised once an operational management 
has been established and has received management training: the interna- 
tional standards are not ends in themselves, they are designed to facilitate 
effective management and their mere legal application does not make for 
effective management. 

The head of operational management should ensure that new services or 
activities or new investments are not entered into without a full financial 
appraisal of the financial and investment consequences for both the current 
year and future years. This often does not occur because no longer run 
forward financial forecasting exists or effective long-term financial planning. 
The head of operational management should ensure that all risks to the 
achievement of the organisation’s objectives and the delivery of its services 
and activities are identified, evaluated and monitored. Risk management is 
often not well developed and at best is focused upon systems rather than 
also encompassing managerial objectives, not least because managerial 
objectives do not exist or if they do exist, they do so only in a gener- 
alised form. 

The head of operational management should ensure that no new risks are 
taken which would impact upon the delivery of the objectives, services and 
activities without a full financial appraisal of their impacts: this includes all 
fiscal risks and not least those that may arise from any ‘off-balance sheet’ 
financing arrangements such as public/private partnerships and leasing. 
The identification, proper authorisation and management of fiscal risks are 
usually not a feature of developing and transition economy financial man- 
agement arrangements. 

The head of operational management should have a concern for the quality 
of public expenditure. This means that simply adhering to spending limits 
is not enough. Each ministry and other public organisation should focus 
on what was achieved with the allocated resources and how well resources 
were used, that is, how efficiently and effectively and for some activities 
equitably. An increased focus on outputs should improve the ability of 
political decision makers to prioritise objectives as well as improving the 
quality of the services that are being provided. (See also accountability and 
transparency below.) 

The head of operational management should ensure that annual financial 
reports are prepared in accordance with the appropriate standards: where 
international financial reporting standards are adopted, this is likely to 
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require the employment of skilled and qualified accountants even though 
such skills are usually not readily available in the public sector. 

The head of operational management should ensure that the organisation 
has the prospect of long-term financial resilience taking into account the 
long-term impact of those external and internal factors likely to affect it 
such as demographic change, climate change, environmental and regula- 
tory changes, as well as the long-term impacts of policies and new and 
proposed investments. Long-term financial planning is essential to secure 
the long-run financial resilience of an organisation, but this is rarely if ever 
undertaken in developing and transition economy countries and it involves 
much more than medium-term budgeting. 

PFM/IC requires that corporate governance arrangements are enhanced 
which means a greater focus upon the stakeholder interest (effectiveness) 
coupled with increased transparency. This is primarily a responsibility of 
the political head of the organisation supported though by the head of 
operational management. This would largely be a new aspect of public 
organisation management in most developing and transition economy 
countries. 

The head of operational management should ensure that second-level 
organisations, whether non-market agencies or companies controlled or 
owned by the first-level organisation, are managed efficiently and effec- 
tively and not used to avoid budgetary and other controls. Usually, second- 
level organisations are subject to very loose, if any, controls and often 
agencies and state-owned enterprises pursue their own agendas. This adds 
to the problems of effective coordination. State-owned enterprises fre- 
quently appear to be inefficient and do not meet financial targets, which 
are often not set anyway. All second-level bodies are a potential source of 
inefficient and even corrupt activity unless effectively supervised by first- 
level organisations. 

The head of operational management should ensure that no officials are 
put in any position where that official can be subject to a conflict of inter- 
ests. For example, in some countries the practice is to appoint officials to be 
members of the boards of second-level organisations. In this example where 
does that employee's loyalty lie? 


The Control and Budgetary Consequences of the Reform 


The structures of control change. External control should move from a 
detailed control to a strategic form of control. Detailed control becomes an 
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internal organisational responsibility, albeit so far as financial controls are 
concerned vvithin parameters set by the ministry of finance. Other controls 
need to be developed by internal management to secure the delivery of 
objectives and performance standards, to time, within budget, efficiently 
and effectively. This would represent a radical change in control arrange- 
ments compared with traditional controls. 

Budgets should be organised in such a manner that they meet the needs of 
both the ministry of finance and those of the line ministry, or local govern- 
ment or second-level organisation management. Budgets generally do not 
display these characteristics with their format being wholly determined by 
the ministry of finance. 

Budgetary and financial controls should be adapted to respond to the needs 
of a managerial environment. Also, personnel controls may need to change. 
Such controls should have regard to the existence of a managerial 
environment. 

Whilst expenditure may occur only in accordance with agreed cash flow 
arrangements, cash flow controls may require modification to reflect the 
managerial environment. This also would be a major change from tradi- 
tional cash flow control practice and would give to managers more influ- 
ence over the timing of cash allocations. 

Expenditure planning should be undertaken in a manner which is appro- 
priate to the needs of the organisation rather than simply the needs of the 
ministry of finance. Budgetary and cash flow considerations can prevent 
effective expenditure planning. 

The head of finance should ensure that unplanned arrears of expenditure 
do not arise and that managers do not incur liabilities which are to be 
funded from future year’s budgets except in accordance with planned and 
agreed arrangements. This problem arises because expenditure planning 
tends to be annual even where medium-term budgetary frameworks exist, 
and because budgetary control is focussed upon expenditure limits, inade- 
quate consideration is given to the linkage between physical activity and 
expenditure flows. 

The head of operational management should ensure that all procurement is 
undertaken according to agreed procurement rules. Procurement rules also 
need to be sensitive to operational circumstances and to have regard to 
efficiency and effectiveness rather than simply to least cost, which is the 
situation in some countries. 

Policies affecting taxation, charges for services and other income-raising 
activities should have clear objectives including that they result in equitable 
charges amongst those affected by the policies and that they facilitate effi- 
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cient and effective levy and collection arrangements. (Taxation policies will 
have more complex objectives than simply revenue raising. They will 
include, e.g., income redistribution, improving the operation of the econ- 
omy, discouragement of imports to reduce an adverse balance of payments, 
promote stability in the economy, discouragement of the consumption of 
certain products such as tobacco and alcohol, and as a support to the pro- 
motion of government policies such as combating climate change. Taxation 
policies can be affected by international agreements, especially those affect- 
ing the taxation of companies.) 

The head of finance should ensure that all income due from the activities 
of an organisation, whether for charges, fees or other activities, is promptly 
invoiced and collected and that costs and losses on collection are kept to a 
minimum. This does not necessarily occur and pressure may exist which 
discourages promptness. Inadequate administrative arrangements and sta- 
tistical data may also prevent the efficient and effective collection of income. 
The head of finance should ensure that operational managers have the rel- 
evant performance and accounting information to enable them to take 
responsibility for budgetary and financial control and for the achievement 
of objectives. This rarely occurs because budgets are usually simply designed 
to meet the needs of the ministry of finance. Also, individual managers 
may not know what their budgets actually are and they may have no per- 
formance information. 

Because services and activities are to be delivered efficiently and effectively, 
this means that operational managers need to be provided with the neces- 
sary financial analytical information linked to performance. This rarely 
occurs because the analysis necessary to achieve this does not exist nor the 
skills to undertake the analysis. 

To provide the financial and analytical information that managers will 
need with the application of PFM/IC, the head of operational manage- 
ment should ensure that a significant upgrading of the responsibilities and 
role of the head of finance will be required from bookkeeper/financial con- 
troller. The aim should be to ensure that this official is able to raise financial 
awareness throughout the organisation and to act as a financial adviser to 
management at all levels as well as providing the financial information and 
advisory support that a head of operational management would require to 
enable that person to properly exercise the responsibilities of the position. 
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The Accountability and Transparency Consequences of the Reform 


e ‘The linkage of financial inputs with envisaged outputs creates greater pres- 
sures upon managers at all levels to achieve performance, that is, the 
achievement of objectives and performance standards. This in turn enhances 
accountability at different levels. This includes providing an opportunity 
for parliament, perhaps through the establishment of a special committee, 
to assess the quality of the performance of the organisation and also at the 
budgetary stage enables parliament to have a specific, rather than a gener- 
alised, focus upon the objectives that are expected to be delivered for the 
resources to be made available. It also provides an opportunity for taxpay- 
ers, service user groups and other special interest groups (i.e., civil society) 
to have a clearer indication of what was expected to be achieved, not just 
what money was spent. Internally, it also provides the ministry of finance 
with better information about the quality of public expenditure. 

e Transparency will be improved through the publication of reports about 
what has been achieved or not achieved rather than simply about expendi- 
ture compared with budgets. 

e The budget is the critical document for parliamentary control and PFM/IC 
creates the opportunity to provide more information to parliament about 
objectives and performance indicators. Decisions need to be made about 
the extent to which such information should be provided and this should 
be following discussions between the ministry of finance and parliament. 
PFM/IC creates the opportunity for greater parliamentary scrutiny, trans- 
parency and accountability. 


This is a significant list of managerial, technical and accountability conse- 
quences of the reform. However, it does illustrate that this reform is a signifi- 
cant reform with important impacts upon the managerial arrangements 
within ministries, local governments and other public organisations. As a con- 
sequence, this is a reform that is likely to take a considerable period to 
implement. 
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Implementing Public Financial 
Management and Internal Control 
(PFM/IC) 


This chapter explains what is necessary to implement public financial manage- 
ment and internal control (PFM/IC). It discusses the role of parliament, how 
the different elements of PFM/IC can be achieved including what sound finan- 
cial management means, what are cost drivers and cost centres and why such 
information is required by managers. It explains why there is a need to profes- 
sionalise’ management and the difficulties with doing so. It discusses briefly the 
role of the head of finance and the arrangements for the control of second-level 
organisations. It also considers how to achieve the benefits of the reform. This 
chapter expands on the argument introduced in Chap. | that the reform is not 
simply achieved by introducing a series of bureaucratic reforms based upon 
international standards. Management is of the essence and without good qual- 
ity management the benefits will not be achieved. However, achieving the 
reform will not be easy and potential difficulties are identified and discussed. 


2.1 The Context for Public Financial 
Management and internal Control (PFM/IC) 


"The regulatory framework governing PFM/IC should be specified in a law or set 
of laws and other regulations approved by a country’s parliament. The powers 
and duties of the different bodies involved in the processes of PFM/IC should 
prescribe how income is to be raised through taxation and other means and how 
public organisations are to utilise the resources made available to them. The law 
and the complementary regulations should be transparent and their application 
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predictable. This is so that those involved in the processes are clear in their 
responsibilities, that there is a consistency of approach and that civil society can 
comment on the political and managerial decisions that are made in the utilisa- 
tion of public resources. The budget, which is the core financial document, will 
be developed by the ministry of finance and approved by the cabinet of minis- 
ters. It will represent government policy. Parliament should want to approve the 
allocation of resources and decisions about the raising of taxation and other 
revenues. It would do this through the approval of the budget which will then 
be enacted in a budget law. Parliament may establish a committee (e.g. a budget 
committee) to undertake detailed scrutiny of the budget proposals. At the end 
of the financial year, the parliament should also approve or not how resources 
have actually been spent during the year and in addition should have a view 
about how well that money has been spent. It may do this in three ways, one 
through the consideration of periodic expenditure statements submitted by the 
minister of finance including proposals for variations to the budget (virement), 
secondly through consideration of the report of the state auditor via the estab- 
lishment of a public accounts/audit committee (or equivalent) and thirdly 
through scrutiny of the quality of public expenditure in some detail via the 
establishment of a special committee. Exactly how parliament would undertake 
these specific responsibilities would depend upon the arrangements applying in 
a particular country. For example, it may wish to approve all changes to the 
budgetary allocations or only the more significant ones. In some countries par- 
liament may establish committees with the specific responsibility of reviewing 
public expenditure by different ministries. 

In principle, this is no different from the traditional budgetary framework. 
However, with PFM/IC the content will be different. 

PFM/IC creates the opportunity for greater parliamentary scrutiny and 
accountability because the budgetary arrangements ought to have a focus 
upon outputs as well as inputs. Traditionally the scrutiny role of parliament 
has been to review what has been spent against the approved budget and to 
approve or not any variations. PFM/IC adds to that scrutiny role by making 
it possible, because of the additional focus on outputs, for parliament to con- 
sider not only how public resources have been spent, but also how well they 
have been spent and whether objectives have been achieved and performance 
standards maintained. Parliament may be advised in this process of review by 
the state auditor. Parliament could do this by holding either the government 
itself or individual ministers to account on whether they have achieved the 
objectives and performance standards set out in the budget or indirectly 
through its use of the type of committee referred to above. An indicator of the 
strength of the parliamentary processes should be the existence of specific 
arrangements within parliament to review the effectiveness of the PFM/IC 
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arrangements. A key figure in this review process should be the state auditor. 
The state auditor role should include ensuring that governmental activities are 
carried out in a manner consistent with parliament’s intentions, and are effec- 
tive, efficient and economical. The existence of a budget focussed upon out- 
puts as well as inputs facilitates the development of this role. 

Consequently, parliament should approve the laws and regulations relating 
to the introduction and development of this reform. Parliament should be 
consulted by the government about the policy of implementation and on 
progress during the application of the reform. As PFM/IC creates new oppor- 
tunities for parliament to assess the quality of public expenditure, parliament 
should be concerned about the arrangements for the reporting of the activities 
of government and the quality of its performance. With PFM/IC as parlia- 
ment is able to move from a simplistic concern for spending to a more com- 
plex concern for what public resources have achieved or not achieved, that is, 
both ‘inputs’ and ‘outputs’. This provides greater opportunity to hold govern- 
ment to account and also individual ministries. (Chap. 13 discusses the form 
of reporting and the information that the report should contain.) 

The ministry of finance will be the key ministry that parliament should 
relate to over the establishment of PFM/IC. This ministry should provide 
reports to parliament on the development of the PFM/IC policy and on its 
application within government organisations. Parliament should hold the 
ministry of finance to account for progress (or lack of it). This accountability 
process should act as a driver of the reform. The effectiveness of the PFM/IC 
reform should be reflected in the achievement by the government and, by 
extension, by individual ministries, of the approved policies, and objectives. 
Therefore, the focus of accountability is extended. Parliament should also be 
in a better position to ask questions about the efficiency and effectiveness of 
public expenditure and the economical use of public resources. Traditional 
public financial administration arrangements would not achieve these 
accountability benefits. 

The conclusion is that PFM/IC can only be applied effectively if a function- 
ing parliament exists. Parliament has an important role in the processes of 
implementing PFM/IC and in the complementary accountability processes. A 
functioning parliament is one that gives the public voice, ensures transparency, 
and has the capacity to effectively challenge the government through an 
accountability process. Political stability in the country should also be an impor- 
tant feature prior to the implementation of PFM/IC. Political stability is about 
the integrity and durability of the government structures. It does not mean that 
there can be no change of government rather that a change of government does 
not result in such an inconsistency of policy that long-term reform (such as 
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PFM/IC) cannot be implemented, that political consensus about the signifi- 
cance of the reform cannot be achieved and, in the example of PFM/IC, that 
the ministry of finance and its political leadership is unable to consistently focus 
upon the reform. Political instability may also be evidenced by social unrest 
which distracts policy makers from effective consideration of managerial issues. 


2.2 Implementing PFM/IC Reform 


Public financial management as a discipline consists of two main areas of 
activity covering all the components of a country’s budget process. One is 
‘upstream’ (including strategic economic planning, the development of 
medium-term expenditure frameworks, and annual budgeting): the other is 
‘downstream’ including expenditure management to deliver services and 
activities efficiently and effectively, to ensure that assets are fully and properly 
utilised, that all resources are only used for approved public purposes, that 
revenues due to public organisations are managed efficiently and that pro- 
curement, control, accounting, reporting, monitoring and evaluation, audit 
and oversight are effective.' This guide focusses on the ‘downstream’ element 
of public financial management recognising that there is an overlap with the 
budget making process. (The quality of annual and medium-term budgeting 
arrangements significantly affects the quality of the ‘downstream’ activities.) 
Public financial management covering both upstream and downstream 
activity has become by far the most common theme of public sector finance 
related reforms. A reason for this lies in the increasing use of budget support 
funding by aid agencies with their corresponding concern to ensure that such 
funding is not abused. As noted in Chap. 1, whilst countries may themselves 
initiate their own reform to implement PFM/IC, very often the initiative 
comes from third parties such as multi- and bilateral organisations as a condi- 
tion for the granting of budget support funding. Budget support funding 
involves the transfer of funds directly to a country’s own treasury and there- 
fore relies on the strength and capacity of a country’s own systems to ensure 
that funds are used for the agreed purposes and that they are used efficiently 
and effectively. Budget support funding, despite its advantages, does expose 
donor countries to greater risks of waste, fraud, and corruption and, as a 
result, there is a greater emphasis on countries to address these problems. 


"See also OECD (2009) quoted by Bietenhader and Bergmann principles for sequencing public financial 
reforms in developing countries: International Public Management Review - electronic journal at http:// 
www.ipmr.net, Volume 11 Issue 1, 2010, International Public Management Network. 
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When countries make the decision to adopt the PFM/IC reform unfortu- 
nately much of the advice that they receive from bi-and multilateral agencies 
is driven by the conditions attached to budget support. Very often this is 
based upon ‘form’ not ‘substance’, with short time-scales. Also, such advice 
may not be suited to the local bureaucratic and cultural context. Consequently, 
the focus in such circumstances is on developing and implementing the laws, 
systems, and accompanying bureaucracy that needs to be in place rather than 
considering the broader issues such as the human or managerial consequences. 
Those laws and systems are usually defined to represent international best 
practice which as was pointed out in Chap. 1 may be completely irrelevant to 
local needs. This is because a country may not have the governance, manage- 
rial capabilities, information or disciplinary structures, and skills that are nec- 
essary to ensure that international best practice provides a workable solution. 
‘There also may be inconsistencies with local cultural traditions. (The experi- 
ence of this author is that, despite these problems, aid agency pressure tends 
to be to encourage countries to adopt advanced practice such as PFM/IC, 
based upon the idea that ‘international best practice’ represents the most 
appropriate solution rather than recognising that, as in this example, ensuring 
initially that PFA/IC is robust and that a managerial capability exists before 
proceeding with the more advanced reform.) 


2.3 Who Is the Manager? 


Because PFM/IC is as much a management reform as a technical financial 
reform, the question that then arises is ‘who is the manager’ and what are his/ 
her responsibilities. This was discussed in Chap. 1 where the point was made 
that in some countries all management responsibilities covering policy and 
strategy development, policy execution and all other aspects of operational 
management’ are the responsibility of politicians or politically appointed offi- 
cials. In other countries, with more developed arrangements, a distinction is 
drawn between the responsibilities of politicians including other politically 
appointed officials, who are responsible for policy and strategy development 
and oversight of policy execution, with operational management including 
policy execution, being the responsibility of civil servants and local govern- 
ment officials. 


*In this guide, policy execution and all other aspects of operational management are collectively called 
‘operational management’. 
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As has been explained previously, with PFM/IC in each public organisation 
there should be an official appointed with overall responsibility for the quality 
of operational management. This would include responsibility for the devel- 
opment of the organisational structure with managers appointed at different 
levels in the organisation. In some countries a state secretary (or equivalent) 
would have the authority to make the decisions about the management struc- 
ture whilst in others agreement with the minister or other politically appointed 
official may be necessary. With the introduction of PFM/IC the state secretary 
(or equivalent) has a central role because he/she should also be responsible for 
the practical application of the PFM/IC policy and its ongoing quality, includ- 
ing the efficiency and effectiveness with which public resources are utilised. 

It was also pointed out in Chap. 1 that ‘management’ requires the making 
of judgements and all judgements require the acceptance by the decision 
maker of some degree of risk. Accepting the need for risk taking will be new 
to many civil servants and local government officials where operational man- 
agement responsibility is to be delegated to them from politically appointed 
officials as part of the PFM/IC reform. This could well cause them to resist the 
changes that the reform entails. Yet central to the reform is delegation and 
managerial accountability. The ‘upside’ to this for these officials is a more 
effective operational role coupled with better quality decision making. For 
elected officials this removes from them many administrative responsibilities, 
some of which can be quite trivial, and gives them time to focus on their pri- 
mary responsibilities of policy development, strategy, and monitoring. 
However, in many countries with traditional legally based public financial 
administration and internal control arrangements (PFA/IC) civil service rules 
or laws can inhibit initiative and threaten civil servants with penalties if they 
make mistakes or errors of judgement. Financial inspection arrangements can 
also discourage risk taking. In many developing and transition economy 
countries even the most senior officials in line ministries have limited author- 
ity to make decisions, not because of political constraints but because approval 
has to be sought from central ministries. And in those central ministries the 
responsibility for approving a line ministry decision often lies with a lower 
level official. So in effect who is the manager? Is it the official in the line min- 
istry or the official in a central ministry giving the approval? 

Before the introduction of PFM/IC, as explained in Chap. 1, the ministry 
of finance should satisfy itself that a robust PFA/IC exists (see Chap. 3 for a 
detailed explanation of the differences between PFM/IC and PFA/IC). The 
focus with PFA/IC is upon control and compliance, rather than on the 
achievement of objectives efficiently and effectively, to time and to standard as 
well as within budget. Control and compliance are critical attributes which all 
countries ought to strive to attain and they should be maintained with the 
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introduction of PFM/IC. If control and compliance do not exist, a sophisti- 
cated system is being introduced without the underpinning basic financial 
stability and without recognition and acceptance of the structures necessary 
to achieve and maintain that stability. This is the equivalent to building a 
physical structure on sand, that is, without appropriate foundations: a struc- 
ture which will be unable to withstand the buffeting of events. 


2.4 Efficiency and Effectiveness and PFM/IC 
Reform—Why Countries Should Want 
to Introduce the Reform 


2.4.1 Securing Efficiency and Effectiveness 


Most governments, taxpayers, service users and external development partners 
(i.e. bilateral and multilateral agencies) want efficient and effective arrange- 
ments for the raising of public revenues and for the utilisation of public finan- 
cial resources. Introducing PFM/IC is a core strategy to help achieve this aim. 
‘Efficiency and effectiveness’ were defined in Chap. 1 by referring to a definition 
attributed to Peter Drucker, that is, efficiency is doing things right; effectiveness 
is doing the right thing. Doing the right thing depends upon the quality of the 
policy determining what services are to be delivered and how they are to be 
delivered. However, achieving efficiency and effectiveness in practice is not at all 
easy and whether it can be achieved depends very heavily upon the quality of 
the policy operational management is required to implement. The changes 
required to achieve efficiency and effectiveness, for most, if not all, developing 
and transition economy countries will require significant management and 
financial reform, a reform to the control framework exercised by bodies external 
to a ministry or local government such as the ministry of finance and the min- 
istry responsible for personnel management, as well as to budgetary and finan- 
cial information arrangements. It will also require the existence of focussed 
pressure to achieve improved utilisation of resources and that pressure may be 
generated by the ministry of finance through the budgetary process, or directly 
by the political and/or operational leadership of a ministry or other public 
organisation. Once that pressure is established the leadership of the operational 
management (the state secretary or equivalent) and the head of finance should 
have a specific responsibility to identify inefficient and ineffective operational 
activity whether it be in the raising of revenues or in public expenditure. Each 
individual manager should also have a responsibility to achieve efficiency and 
effectiveness in delivering the services or activities for which they are responsible. 
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To develop a policy that will facilitate efficiency and effectiveness both the 
political officials and the operational manager (i.e. the civil servant or local 
government official) need to be involved. The former should set the policy 
based upon the political agenda of the government which should be developed 
in consultation with the operational management. (The operational manager 
should be able to advise, based upon experience, on the practicalities of imple- 
menting policy.) Efficiency and effectiveness are not simply about compliance 
with laws, regulations and policies and budgets or just spending less money, 
although they can include all of these attributes. Efficiency is about producing 
the results intended (i.e. the objectives and performance standards) and doing 
so in a manner which maximises those results for the least input of resources, 
both current resources, such as personnel and supplies, and services and invest- 
ment resources, such as assets. Effectiveness is about results being those that 
the user of the service or activity requires or which meets their needs and does 
so to time and standard, rather than the results that the supplier wishes to 
produce. Effectiveness can only be established by identifying the impact of the 
activity, including asking the user. The user may be external to the organisation 
or internal. However, consultation with the user is an important dimension in 
improving the quality of public service provision. Sometimes, however, the 
results can be perverse and managers need to be alive to such a risk. For exam- 
ple, a drug prevention scheme in the USA probably increased marijuana use.’ 

To achieve efficiency and effectiveness, the manager needs discretion and 
that is why the traditional framework of external controls needs to change. 

However, not all countries want a focus on efficiency and effectiveness with 
policy being more concerned with maximising public sector employment. 
Where this is the situation, such countries should concentrate on improving 
the quality of PFA/IC rather than seeking to adopt PFM/IC. 


2.4.2 The Role of the Operational Manager in Achieving 
Efficiency and Effectiveness 


Although the terms ‘efficiency and effectiveness’ have become widely used in 
the processes of public financial management reform there is no ‘automatic’ 
driver as in the private sector, where the market ultimately forces in efficient 
and effective management of resources. In the public sector the driver has to 
be political coupled with managerial initiative, ultimately driven by political 
debate and end user reaction (i.e. through accountability). 


5 Quoted in a paper by David Ainsworth and referring to an example quoted by Caroline Fiennes: https:// 
charityawards.co.uk/article/made-to-measure-how-should-charities-assess-effectiveness/. 
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To deliver operational efficiency and effectiveness as the manager needs 
discretion this requires the delegation of authority from the politician. Another 
factor affecting discretion is the extent to which the manager is subject to 
detailed control by an external organisation. Where that occurs (e.g. by a min- 
istry of finance or the organisation responsible for personnel management), 
achieving operational efficiency and effectiveness can become impossible. 

Compared with the private sector achieving efficiency and effectiveness in the 
public sector context is much more complex. In the private sector products and 
services are relatively easily identifiable and a supplier, for example, does not have 
to supply every potential customer. In the public sector products and services can 
be less easy to define. Thus, what are the specific objectives of ‘education’ or 
“security”? Also, very often the public sector supplier cannot choose who to sup- 
ply or not supply. Again, in the public sector if the terms efficiency and effective- 
ness are to have any real meaning, managers need not only discretion but require 
operational objectives and providing clarity of objectives can be difficult. Changes 
are also required to traditional methods of public sector working. For example, a 
manager requires different financial information than a ministry of finance 
requires for budgetary and financial control purposes, although a manager needs 
that as well for the manager's specific area of responsibility. To facilitate effective 
management the finance made available through the budget should be linked to 
objectives and performance standards including performance objectives. This 
then makes it possible for the operational manager, provided that manager has 
agreed that the budget and objectives and performance standards and objec- 
tives are compatible, to deliver objectives and performance within budgetary 
constraints and to be held accountable for doing so. To achieve management 
discipline in this context the operational manager needs to be under systematic 
pressure from his/her superior manager, who ultimately may be a politician. 


2.5 Defining ‘Sound Financial Management’ 
2.5.1 Sound Financial Management 


An aim of the PFM/IC reform is to give ‘reasonable assurance’ that a public 
organisation’s transactions comply with the principles of ‘sound financial 
management’, that is, ‘transparency, efficiency, effectiveness, and economy, as 
well as with relevant legislation and budget descriptions.‘ Sound financial 
management therefore means much more than a traditional approach to 


‘Welcome to the World of Public Internal Financial Control, European Commission, 2006. 
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internal control which is focussed on legality and financial and budgetary 
control. Financial management encompasses all the activities within an organ- 
isation that are concerned with the raising and use of resources designed to 
achieve the objectives of the organisation efficiently and effectively: 


Financial management is a core part of successful management, central to each 
organisations decision-making process and an essential part of the overall per- 
formance management. It is essential to the effective corporate governance of an 
organisation and fundamental to achieving objectives. High performing organ- 
isations and those with a track record of improving services consistently demon- 
strate strengths in leadership, performance management and financial 
management. 

Financial management encompasses all the activities within an organisation 
that are concerned with the use of resources and that have a financial impact. 
CIPFA has defined financial management for public bodies as the system by 
which the financial aspects of a public body’s business are directed and con- 
trolled to support the delivery of the organisation's goals. 

"The financial management arrangements within public sector organisations 
provide information that management use to: 

e Direct the activities of the organisation 

e Control the activities of the organisation 

e Report and discharge accountability 

e Utilise resources efficiently and effectively.’ 

Therefore, in the context of financial management, ‘internal control’ has a 
much wider application than simply the traditional transactional approach to 
financial and budgetary control envisaged in the context of PFA/IC. It 
includes those controls that are necessary to ensure that the management 
delivers the objectives and performance within the law and any budgetary 
constraints, efficiently and effectively. Those controls need to be defined and 
made operationally effective. 

The idea of the discharge of accountability is not one that is confined to 
internal accountability but incorporates external accountability to the user of 
services and their representative groups, to parliament and to the taxpayer. In 
other words, PFM/IC also involves a greater degree of transparency and 
accountability than traditional administrative systems. 


? Financial management as defined by the Chartered Institute of Public Finance and Accountancy 
(CIPFA) Technical Information Service Volume: Financial Management and Corporate Governance. 
Introduction to Financial Management (cipfa.org) Introduction to Financial Management and Corporate 
Governance updated Nov. 2017. 
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2.5.2 Financial Control 


Financial management incorporates “financial control’. Financial control is 
designed to ensure that the operational managers of the organisation, at all 
levels, follow in practice the rules and regulations about all financial matters 
(usually set out in ‘financial regulations’) including the safeguarding of assets. 
Financial management also incorporates ‘budgetary control’ which requires 
that the operational managers ensure that budgets are not overspent or over- 
committed and are only used for the purposes for which those budgets are 
intended, or that where income is to be generated that income forecasts are 
achieved. 

Financial management within a particular area is the responsibility of the 
manager for that area although the organisation’s head of finance should be 
involved in this as a provider of key information and as an adviser to the 
manager. 


2.5.3 Cost Drivers and Cost Centres 


To achieve ‘sound financial management’, as has been indicated above, opera- 
tional objectives and performance standards need to be defined and linked to 
the policy and budgetary objectives a manager is expected to achieve. This 
means that the traditional process of developing a budget by taking the previ- 
ous year, adding for inflation, and then adjusting the total to reflect economic 
forecasts, will no longer be appropriate. If a budget is to have any meaning in 
managerial terms it must be linked to policy objectives and to performance 
standards. This is what a change to PFM/IC ultimately requires. Those policy 
objectives in many circumstances will also be ‘cost drivers’. A cost driver is a 
factor that affects the level of costs that an organisation is likely to incur and 
therefore how policy impacts on the budget. Examples of cost drivers can be 
quite simple such as the policy towards the numbers of children to be edu- 
cated, or elderly persons to be cared for by the state or total numbers of per- 
sons held in prisons or the number of children to be vaccinated. But they can 
be more complex and may depend heavily upon the complexity of the policy 
being pursued or they could be a combination of both simple and complex 
cost drivers. For example, the number of crimes, depending upon their type, 
can affect the demand for police resources but how the police and the judicial 
system address the consequences of criminal activity will affect the total bud- 
get that is needed. In effect a cost driver can be a particular political or man- 
agement policy or it can be a numerical factor such as the pupil/teacher ratio. 
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Changing the cost driver can significantly affect costs. Another example would 
be penal policy, where the policy approach to sentencing affecting the length 
of prison sentences for different types of crime can have a material impact on 
costs. Or again it could be the age at which children are vaccinated and the 
range of vaccinations to be provided. If costs are to be kept under control 
regard should be had to such cost drivers. 

Identification of cost drivers and associated costs is an important factor in 
the establishing quality in the policy making process. 

The operational manager needs to be able to allocate costs over different 
areas of activity, that is, over cost centres. A cost centre could be a regional 
office or prison, or police unit or operating theatre, or university course and 
so on. The manager will also need to know the level of the operational perfor- 
mance of each cost centre. Some cost centres will operate more efficiently 
than others and the manager must know this. Only then is the manager able 
to take any necessary corrective action. That action may include changing the 
cost centre manager or its staffing or reorganising the cost centre organisa- 
tional arrangements to reflect changes in demand for its services. To make 
such a detailed allocation of costs possible more elaborate coding of costs and 
more detailed information about performance will be required. 

Making operational decisions based upon cost driver and cost centre infor- 
mation should be the responsibility of the operational manager. To support 
the manager the head of finance should be able to provide the information the 
manager needs to identify which cost drivers to address, and which cost cen- 
tres require his attention if costs are to be kept under control and efficiency 
improved. The operational manager should inform the policy maker where 
the cost driver is having effects upon budgetary limitations, and the policy 
maker should then decide on any action to be taken. Cost drivers are highly 
significant in translating policy ideas into practical and operationally effective 
public services. There is a legitimate question about whether particular poli- 
cies, or the methods of delivering those policies, result in the efficient and 
effective utilisation of public resources. (Poor policy formulation can be a 
cause of inefficient and ineffective public services.) Cost centre analysis is 
about efficiency and effectiveness and whilst operational management should 
be the responsibility of the civil service or local government manager the reor- 
ganisation or sometimes closure of cost centres may require political authority. 

Overall, with ‘sound financial management’ developed through the adop- 
tion of PFM/IC objectives and performance standards will be more likely to 
be achieved than would occur with traditional systems of financial and bud- 
getary control which focus simply upon financial parameters. 
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2.6 Appreciating the ‘Management’ in Public 
Financial Management 


2.6.1 The Professionalisation of “Management” 


Public financial management when considered from a ‘downstream’ perspec- 
tive is based, as the name implies, upon the idea of management. Public finan- 
cial management is not simply a collection of technical tools (i.e. application 
of international standards, laws, and systems with associated training) that if 
implemented will, of themselves achieve a range of benefits leading ultimately 
to economic improvement. Much more is required. In particular ‘managerial 
professionalism’ is needed. Professionalism refers to the behaviour, attitude, 
competence, accountability, and integrity standards expected of managers and 
impacts upon how they undertake their responsibilities, including the exercise 
of leadership within their organisation and accountability for their organisa- 
tions performance. ‘A state that promotes management promotes profession- 
alism—discretion, performance and stewardship.” 

The European Union in its advocacy of public financial management 
reform has recognised this. A key feature of the public financial management 
reform it requires to be undertaken includes the development of managerial 
structures accompanied by appropriate delegation and managerial account- 
ability. This means: 


e First, the delegation from the political level of management of the respon- 
sibility for most operational management decisions for the delivery of pub- 
lic services and activities, to the civil or local government service but within 
the approved policy and strategic political context; and 

e Second, the establishment of operational managerial accountability ulti- 
mately back to the political level of management. 


In other words what is required in practice is that to achieve effective PFM/ 
IC there does need to be a separation of responsibility for policy and strategy 
development from operational management, the former being a political 
responsibility and the latter a civil or local government service responsibility. 
However, effective policy making does depend upon close cooperation 
between the operational manager and the policy maker with the former advis- 
ing the latter on the feasibility and cost of policy. This also has an impact upon 


6 Public Finance and Economic Growth in Developing Countries: Lessons from Ethiopias Reforms by 
Stephen B. Peterson (New York: Routledge, 2015), page 285. 
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budgetary, financial and performance information arrangements (these are 
discussed in Chaps. 5 and 8) as well as upon decision making processes and 
how the responsibilities for control are exercised. 

The introduction of PFM/IC with the professionalisation of management 
also imposes significant additional technical responsibilities upon the man- 
ager which would make very difficult the combination of policy and strategy 
development with operational management. In that event the likelihood 
would be that one or other would not be properly undertaken. 

However, as has been commented upon previously, in some transitional 
and developing economy countries, even though they may nominally be 
introducing PFM/IC, operational management effectively remains a respon- 
sibility of the political level which therefore undertakes the two roles of defin- 
ing policy and the strategy for its delivery and the operation management of 
service or activity delivery. Consequently, delegation and managerial account- 
ability between the civil or local government service and the political level are 
not being achieved. This does not encourage the development of an effective 
and responsible civil and local government service management or the oppor- 
tunity for the provision of independent informed advice to political policy 
makers. It also casts doubt on the quality of both policy development and 
operational management. 

Countries wishing to join the European Union are expected to absorb a 
managerial dimension into public financial reform from the outset of the 
reform process. Other countries may not be required, or wish, to undertake 
the same comprehensive reform as those European influenced countries and 
therefore may only wish to address the internal controls that lead to an 
improved quality of public financial administration.’ 


7With the European Union reform different terms are often used to describe the same thing. One term 
that is commonly used is ‘financial control’. This though is often used as a generic term covering external 
audit, internal audit and public financial management, and internal control. ‘Public internal financial 
control’, another term used by the European Commission, is a derivative of ‘financial control’ and 
includes three elements, internal audit, financial management and internal control, and the establish- 
ment of what is called a central harmonisation unit whose function is to introduce and manage the other 
two elements of public financial management and internal control. (The public internal control reform is 
specified in the ‘Conditions of Membership’ for countries wishing to join the EU. Chapter 32 of the 
Conditions of Membership [the acquis communautaire] specifies the criteria that apply to applicant coun- 
tries in the field of ‘Financial Control’. These conditions require the development of public financial 
management and internal control.) 


2 Implementing Public Financial Management and Internal Control... 61 


2.6.2 Challenges to Professionalising Management 


One problem with developing a professional management is resistance both 
by the political level and by the official level to this management element of 
the reform. Also, the public administrative culture may not be compatible 
with the introduction of advanced PFM reforms as the following report on a 
regional workshop sponsored by the IMF on the challenges of developing 
MTEFs and PBB (a similar advanced PFM reform to PFM/IC) in East Africa 


indicates®: 


Participants concluded that regional MTEF and PBB reform objectives are not 
fully reconciled with the structure, processes, laws, regulations, procedures, 
practices and capacity in place, hence failing to reap the benefits of these reforms. 
They also noted that the prevailing public service management culture does not 
encourage the delegation of responsibility for managing programmes and bud- 
gets at the ministry and agency level, or the development of improved decision 
making within government on the prioritisation and allocation of budgetary 
resources. The incentives for civil servants to improve performance are quite 
weak. In addition, improved macro-fiscal forecasting is hampered by weak 
national statistical databases. 

The workshop further concluded that: 

‘existing reforms of MTEF and PBB focus too much on the formal techni- 
calities (e.g. developing new reporting templates and elaborate systems of per- 
formance indicators) without much consideration of how these techniques and 
data should be used to improve decision making on the prioritisation and allo- 
cation of resources. Ministries and agencies often lack the capacities to analyse 
performance information, and the new reporting formats and performance data 
are not fully integrated into existing platforms (IFMIS) for managing financial 
information. Finally, the Cabinet debate is not informed by the need for 
improved performance, while parliamentary interest in holding the executive 
accountable for performance is limited.’ 

‘Above all, countries should invest in changing the culture and ‘mindset’ of 
public officials so as to support improvements in the efficiency and effectiveness 
with which public services are delivered. Key stakeholders should be sensitised 
to encourage a common understanding and ownership of the MTEF and PBB 
reforms, and to reduce their resistance to these reforms. Such a programme of 
change management is not a simple matter and will require leadership and com- 
mitment over a sustained period. Borrowing from experiences in more advanced 
countries, and taking account of the magnitude of the reforms, participants 


5 Public Financial Management Blog: Making Public Money Count—Fiscal Affairs Department—IMF 
March 2016. 
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proposed therefore that a phased approach to adopting MTEFs and PBB was 


more sustainable.’ 


A second problem is that civil servants and local government officials do 
not somehow automatically become managers once the title of ‘manager’ is 
bestowed upon them. Management is a skill which is in short supply, espe- 
cially in the public sector and particularly in developing and transition econ- 
omy countries. This means that success with this reform is likely to require a 
heavy investment in management training, which in turn may require the 
making of special arrangements with an appropriate training institution such 
as a university. It will also affect human relations (personnel) policy, the qual- 
ity of the work that civil servants and local government officials are engaged 
in, how they are to be incentivised and rewarded (and this is not just about 
pay) and the training that is to be provided. Political management also needs 
to show evidence that the skills are valued and that staff are encouraged to 
develop their skills within government through promotion and other career 
development opportunities. The same circumstances apply to financial man- 
agers. Theirs too is a skill in short supply in the public sector and specific skill 
training is likely to be required with the same problems as for managers, that 
is, skill retention, incentives, and rewards. (These topics are discussed more 
extensively in Chap. 14.) 

Bearing in mind the potential for increased accountability, resistance to a 
reform involving delegation could also exist for other reasons. For example, at 
the political level it affects opportunities for patronage (including rent seek- 
ing), perceived status and requires that a significant degree of trust exists 
between politically appointed and civil service and local government officials. 
For the official level, taking decisions involves risk and the possibility of pen- 
alties. The civil or local government service may lack trust in the willingness 
of the politically appointed officials to take their share of the blame if some- 
thing goes wrong. Given that the ideal civil or local government service should 
be non-political establishing ‘trust’ can be difficult for both sets of parties. 

To achieve the gains from the PFM/IC reform countries need to recognise 
that managerial reform is essential as a prior condition and that reform should 
start at the top of organisations, usually at the political level, that is, with the 
minister or mayor, as the report quoted above demonstrates. This is even 
though reform at this level can be the hardest to achieve, especially where 
organisational and management structures are highly hierarchical, where chal- 
lenge to authority can be very difficult to sustain without adverse conse- 
quences, and where a need for delegation of operational management is not 
recognised. 
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However, having applied the PFM/IC reform and developed the manage- 
rial and financial capacity to support the management the further problem is 
how to sustain the reform. This depends very heavily upon an ability to retain 
those skilled managers and financial managers. A political policy that relies on 
political appointees only to fill senior civil and local government management 
positions does not help. 


2.6.3 Management Structures and Delegation 


Exactly what the management structure should be for each organisation will 
depend upon various factors, including: 


e ‘The size and complexity of the organisation and its objectives. 

e ‘The type(s) of service or activity being delivered. 

e ‘The political sensitivity of the organisation or activity. 

e The confidence of the organisation leadership in the more junior officials 
(which can involve the relationship between politically appointed officials 
and the civil or local government service officials). 

e The extent to which an organisation can manage the delivery of its objec- 
tives or whether success in delivery depends upon cooperation with other 
organisations.” 

e ‘The financial and other resources which are available. 


"The effectiveness of a management structure depends upon the clarity of its 
objectives, performance standards and performance objectives, the powers, 
the resources (including the information available to the managers at different 
levels in the organisation), the spans of control’ of different managers, that is, 
are they relevant for the responsibilities that the manager has? In other words, 
is the degree of delegation and are the corresponding accountability arrange- 
ments for that manager appropriate? 


” This is a feature for many public sector objectives because for many of them the solution lies not just in 
a single organisation but in cooperation between one or more public organisations including between 
central and local government and possibly cooperation with private organisations such as charities. 
However, in practice, this is very difficult to achieve because as has been pointed out previously public 
organisations are notoriously reluctant to share budgets and whole of government planning is also very 
difficult to achieve. 


10“Sban of control’ refers to the number of subordinates that a manager or supervisor can directly control. 
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2.7 Internal Control and Management 
Internal control has been defined by INTOSAI as follows: 


Internal control is an integral process that is effected by an entity’s management 
and personnel and is designed to address risks and to provide reasonable assur- 
ance that in pursuit of the entity’s mission, the following general objectives are 
being achieved: 

e Executing orderly, ethical, economical, efficient, and effective operations. 

e Fulfilling accountability obligations. 

e Complying with applicable laws and regulations. 

e Safeguarding resources against loss, misuse, and damage. 

*Internal control is a dynamic integral process that is continuously adapting 
to the changes an organisation is facing. Management and personnel at all levels 
have to be involved in this process to address risks and to provide reasonable 
assurance of the achievement of the entity’s mission and general objectives." 


This definition of internal control emphasises the role of management 
(note: at all levels, not just at a top and senior level) and that of the mission of 
the organisation which is about the achievement of the organisation’s objec- 
tives (i.e. corporate objectives). A mission cannot be left vague: it must be 
defined and this means that its objectives need to be clearly identified and as 
far as possible measurable.'* Those objectives also need to be cascaded down 
to the different levels of management. (In practice to achieve the overall objec- 
tives of an organisation, the political objectives may have to be divided over 
sub-objectives, and sometimes sub-sub-objectives, with a manager being 
responsible for the delivery of each sub-objective or very often, more than one 
sub-objective.) Organisational budgets should be linked to those objectives 
and in practice organisational policy objectives should be supplemented by 
performance standards, and performance objectives (such as waiting times for 
accident and emergency patients or the utilisation rates for operating theatres 
or school examination success rates for pupils, or reduced reoffending rates for 
prisoners). 

Internal control when used in a management context incorporates the 


INTOSAI definition but should be developed to include not only the 


H"The Guidelines for Internal Control Standards for the Public Sector (INTOSAI GOV 9100), 
INTOSAI, _ http://www.intosai.org/issai-executive-summaries/intosai-guidance-for-good-governance-- 
intosai-gov.html. 

"They should have the characteristics of SMART obyectives—SMART is an acronym for Specific, 
Measurable, Achievable, Relevant, Time bound. 
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controls necessary to secure budgetary compliance and adherence with the 
law and financial regulations, but also, and very importantly those controls 
necessary to: 


e Secure the delivery by public service managers of the objectives, perfor- 
mance standards and performance objectives that they are or ought to be 
expected to deliver. 

e Ensure that public resources, including assets, are used efficiently and 
effectively. 

e Ensure that public revenues are raised and managed efficiently and 
effectively. 

e Ensure that the financial resilience of the organisation is maintained over 
time. (This is not about medium-term budgetary planning, although that 
is important in this context but is about ensuring that decisions are not 
made which are likely to be unfinanceable into the future. Considering the 
financial impacts only over a single year or even a 3-year period in the 
delivery of public services is, for most such services and the associated 
activities, far too short a time horizon and does not recognise the level of 
capital investment usually required to deliver such services or the long lead 
times necessary to achieve objectives.) 


One feature of those controls would be an effective system of risk manage- 
ment. A second would be systems of managerial accountability and how man- 
agerial accountability reports are responded to by higher-level management. 
A third would be the systematic assessment of the effectiveness of public ser- 
vices and activities in achieving their objectives. 

Introducing PFM/IC requires that a manager considers a range of issues 
that would not be considered with a more traditional public administration 
structure. With PFM/IC each manager should have an appreciation of the 
financial implications of decisions and all that this entails in terms of deliver- 
ing objectives and performance standards efficiently and effectively. This 
involves a consideration of risk. What are the risks that could prevent a man- 
ager achieving the objectives efficiently and effectively? This should be a main 
concern of management. Without the existence of objectives, risk cannot be 
properly assessed. This goes beyond risk to systems although that is frequently 
how this is interpreted in practice and often emphasised by auditors. 

"The experience of this author in reviewing the implementation of PFM/IC 
in many of the countries of central, eastern, and southern Europe and some 
neighbourhood countries shows no practical recognition of this broader con- 
cept of internal control which should be associated with the idea of 
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‘management’. Similarly, there can also be a reference to the idea of ‘achieving 
efficiency and effectiveness’ but without the managerial arrangements, clarity 
of objectives and the financial and performance information systems and 
skills necessary to achieve it. Consequently, delivering efficiency and effective- 
ness remains a ‘nominal concept’. 


2.8 The Ministry of Finance and Its Controls 


Financial and budgetary controls are the controls with which the ministry of 
finance is primarily concerned not least because the traditional parliamentary 
concern is just about financial and budgetary control. They are also usually 
the only controls that are considered by those responsible for implementing 
public financial management reforms. However, both sets of controls are usu- 
ally designed to meet the needs of the ministry of finance. They will require 
modification with the introduction of PFM/IC and particularly if the impact 
of the introduction of PFM/IC is to encourage parliament to widen its con- 
trol interest to consider ‘outputs’ as well as ‘inputs’. 

Whilst a ministry of finance should require that all non-market public 
organisations such as ministries, their second-level organisations and local 
governments implement financial controls, how successfully they are imple- 
mented depends upon several factors, including the following: 


e Is there any consultation by the ministry of finance with other public 
organisations about their content? 

e Is any attempt made to explain the controls to the top and senior manage- 
ment of line organisations and to convince them of their relevance and 
necessity: or is the attitude of the ministry of finance that these are require- 
ments which have to be accepted, whatever the circumstances or costs? 

e Are the controls relevant to current needs and are they regularly updated? 

e Are they too bureaucratic and detailed? 

e Do the ministries and other line organisations responsible for service deliv- 
ery see them as relevant to their needs as well as the needs of the ministry 
of finance? 

e Is the real aim of the controls to enable the ministry of finance to influence 
the policies and operational actions of the line organisations, even though 
the controls are ostensibly only for the purposes of financial (and budget- 
ary) control? 
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e Does any systematic consultation occur with ministries and other line 
organisations about the costs of implementing those controls and their 
relevance? 


An example of a financial control activity that is frequently imposed upon 
senior officials in line organisations and in some countries upon politicians, but 
which is undesirable except for exceptional transactions, is a need for them to 
sign all invoices and payment schedules before payments are actually made. 

So far as budgetary controls are concerned, those required by a ministry of 
finance should be those that are central to overall economic management and 
to the maintenance of parliamentary authority over the budget. Because with 
PFM/IC the budgetary analysis which suits a ministry of finance is most 
unlikely to be appropriate for managerial purposes an alternative, probably 
additional form of analysis will be required so that financial inputs can be 
linked to the achievement of outputs. Those controls may need to be extended 
should parliament broaden its interest to incorporate performance. 

A question therefore is, do the budgetary control regulations issued by the 
ministry of finance recognise the change of circumstances generated by the 
introduction of PFM/IC, or indeed by any extension of parliamentary inter- 
est? Or are traditional controls being maintained because they enable a min- 
istry of finance to effectively determine the policy of the spending or line 
ministry (as De Geyndt pointed out in the quotation in Chap. 1). In that 
circumstance, the reality will be that relatively junior ministry of finance ofh- 
cials will probably be responsible for the controlling or authorising decisions 
made by senior spending ministry officials. This is not conducive to the devel- 
opment of PFM/IC within spending ministries and other organisations and 
in particular to achieving efficiency and effectiveness. 

Usually, ministries of finance impose controls without consultation and as 
a result top and senior officials of ministries and other public organisations 
may not see the need for such controls or may resent them. This can be espe- 
cially true where senior managers are politically appointed and therefore have 
no civil or local government service backgrounds or experience. An important 
lesson for ministries of finance therefore is that with PFM/IC they should do 
their utmost through consultation and agreement to encourage spending 
ministries and other public organisations to ‘take ownership’ of these controls 
as far as possible rather than just seek to impose them without any consulta- 
tion or recognition of their relevance to those organisation's needs. 

With PFM/IC a consequence of the shift from external to internal control 
will be that the ministry of finance should not be required to approve every 
variation to budgets or cash flow calculations because that in effect puts the 
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ministry of finance in the position of the actual service manager even though 
the nominal service manager is located within a spending ministry or local 
government. The ministry of finance control should therefore change from a 
detailed form of control to a more strategic form of control. Consequently, 
instead of being required to approve every variation, the ministry of finance 
should focus only on the key or main changes proposed by line ministries or 
local governments whilst maintaining control of ceilings. 

Even though a ministry of finance will need to recognise and accept that 
managerial requirements for budgetary and financial information are likely to 
be different from the requirements of the ministry of finance this does not 
mean in any way weakening or changing the information available to a min- 
istry of finance but of recognising that managerial needs within a line ministry 
are, or can be, very different from the budgetary and financial management 
control needs of the ministry of finance. The core financial information should 
remain the same, that is, line ministry managerial information should be 
derived from the ministry of finance information systems and be capable of 
being reconciled with the ministry of finance information. (Further discus- 
sion about this is included in Chap. 5.) 


2.9 Second-Level Organisations 


Governments and local governments sometimes provide public services 
through agencies and state owned enterprises, that is, second-level organisa- 
tions. Very often neither agencies nor public enterprises (sometimes called 
‘public corporations’) are well managed or controlled by the relevant minis- 
tries or local governments. Controlling/owning ministries or local govern- 
ments often lack an adequate policy capacity able to set objectives for 
second-level organisations and to effectively supervise their performance. As a 
result, there is a tendency for second-level organisations to dominate the rela- 
tionships with the first-level organisation because the management of the 
second-level organisation has greater knowledge not just about the detail of 
the second-level organisation's activities but also about its policy objectives 
and performance. This indicates a weakness in the accountability arrange- 
ments. As a result, decisions are likely to be made in the interests of the agency 
or enterprise rather than in the interests of the controlling/owning ministry or 
local government. Consequently, second-level organisations can be a signifi- 
cant source of inappropriate utilisation of funds and /or the development of 
activities which are inconsistent with the interests and objectives of the first- 
level body. 
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OECD evidence’? suggests that inefficient or poorly managed public cor- 
porations can impose substantial economic and fiscal costs. The mere fact 
that public services or activities are provided on behalf of a ministry or local 
government by a second-level organisation should not exempt the controlling 
ministry or local government from incorporating them into the PFM/IC 
arrangements that apply elsewhere in the ministry or local government. The 
precise administrative arrangements may be different from those of the con- 
trolling/owning organisation, but the controlling ministry or local govern- 
ment should define what it expects of the agency or public enterprise. There 
is a responsibility upon controlling ministries and local governments to ensure 
that the agencies and enterprises they are responsible for deliver their objec- 
tives, meet performance standards and operate efficiently and effectively. This 
responsibility should be set down in some form of formal document which 
can change annually with an annual budget settlement or preferably over a 
longer period where the budget settlement is for a longer period. Such formal 
documents are often referred to as ‘service-level’ or ‘performance’ agreements. 
(A full discussion about the control of second-level organisations is included 
in Chap. 12.) The controlling ministry or local government should also sys- 
tematically monitor the performance of the agency or enterprise against such 
an agreement. 

What this consequently means is that the objectives, management, perfor- 
mance standards and governance arrangements of second-level organisations 
should be consistent with those of the first-level organisation and be subject 
to regular review. The management of second-level organisations should have 
clear objectives set for them by the first-level organisation, the resources and 
discretionary authority to make decisions about the delivery of those objec- 
tives should be defined in the agreement and they must be accountable for 
their successes and failures. This should require a change of managerial 


approach by first-level organisations which should follow from the introduc- 
tion of PFM/IC. 


15See ‘How to note—November 2016 “FISCAL POLICY How to Improve the Financial Oversight of 
Public Corporations”. 


14 Extract from the ‘How to Note’: in the absence of strong performance incentives, public corporations 
also often produce at high costs, overcharge customers, and under-provide often essential services such as 
power, water, and telecommunications’ ‘loss-making public corporations can be a persistent drag on 
public finances in the form of government guarantees, subsidies, loans, or capital injections’ ‘many public 
corporations are pressured or mandated to fulfil political objectives and engage in quasi-fiscal activities 
that bear little relationship to their core commercial operations and for which the companies are not 
compensated from the budget’ ‘such quasi-fiscal activities include, for example, public service obligations 
that are below cost-recovery, price regulations that imply cross-subsidies, ancillary operations outside the 
public corporation’s core mandate, or excessive employment levels’ ‘public corporations can be used as a 
mechanism for circumventing traditional fiscal controls, and as a conduit for financial corruption’ (p. 2). 
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2.10 The Head of Finance 


With PFM/IC to be effective the role of the head of finance in an organisation 
becomes more significant. Managers at all levels, that is, including the politi- 
cal level, must be supported by a strengthened financial management capabil- 
ity. That capability requires the upgrading of the traditional finance officer 
role from that of bookkeeper/financial controller’? to become the equivalent 
of a finance director in a private sector company. That would mean ensuring 
that the head of finance and the department he/she is responsible for has a 
financial analytical capability, a financial planning and forecasting capability 
and an ability to act as adviser at all managerial levels in the organisation. The 
head of finance should be concerned about the efficient and effective utilisa- 
tion of all the resources of the organisation including the available assets. The 
aim with the latter should be to encourage either more effective utilisation or, 
alternatively, disposal if assets cannot be demonstrably efficiently and effec- 
tively utilised. 

The head of finance should have the status and ability to advise top and 
senior-level political as well as operational managers on the costs and financial 
viability of their plans and the objectives they wish to meet. They should also 
support both levels of management in the development of forward operational 
planning and have a capacity to prepare long-term forward financial plans. He/ 
she should advise the managers (political and operational) about the long-run 
financial resilience of the organisation and therefore how it can be managed. 

Overall, the head of finance should be responsible for securing the financial 
discipline processes that are essential with the development of PFM/ 
IC. Ideally, he/she should work in partnership with the head of operational 
management. (A full description of the role of the head of finance is included 
in Chap. 8.) 


2.11 The Time Horizon for Decision Making 
Under PFM/IC 


A feature of PFM/IC relates to the time horizon for the delivery of public 
policy objectives. This is usually long term and rarely coincides with the time 
horizon envisaged in budgets even medium term (or 3 yearly) budgets or with 
the electoral cycle. Consequently, an important feature of PFM/IC should be 


5 For a definition of bookkeeper/financial controller responsibilities see footnote 11, Chap. 1. 
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an assessment of the longer-run consequences of public policy. Without that 
longer-run assessment managers (both policy makers and operational manag- 
ers) cannot be sure that an organisation will be able to deliver its objectives or 
to remain financially viable over time. Financial viability over both the short 
and the long term should be a very important political consideration. If such 
viability is not a factor in policy making there is the possibility that at the 
extreme the organisation, if a body such as a local government or agency or 
state owned enterprise, may become bankrupt or incapable of continuing to 
operate without further cash injections which would be likely to be accompa- 
nied by stringent conditions. Or if the body is a ministry, it may require 
additional financial support which could have been avoided with more careful 
financial management and which in some circumstances may not be available. 
In a ministry, a lack of attention to the longer-run financial viability of the 
organisation may mean that it will have to make forced budgetary savings that 
can both be extremely wasteful and cause considerable discomfort to the users 
of the services provided by the organisation. Added to that, the reputational 
risk is substantial, which is likely to be of major concern to elected representa- 
tives. Consequently, those responsible for a public organisation should always 
consider the long-run financial strategy for the organisation and its long-run 
financial resilience. Politicians who have the ultimate responsibility for an 
organisation have a primary responsibility to ensure that adverse financial 
circumstances do not arise or, if they are likely to arise, for example, because 
of changes to government policy that the organisation is fully prepared. 
Financial viability and the achievement of objectives are intertwined. 

Most public policy decisions made in one year have long-run implications 
which can extend well beyond the usual budgetary horizon. Although many 
countries have adopted a medium-term budget process, in practice those bud- 
gets are either based upon the current-year budget and spending plus an 
allowance for inflation or reflect the allocation of budgetary resources envis- 
aged as available through the macro-economic planning process and govern- 
ment assessment of its priorities. This is not the same as organisation financial 
planning and neither do such arrangements form the basis for the develop- 
ment of a financial strategy. Public organisations will have to abide by any 
limits that are imposed but those responsible for the financial health of an 
organisation need to have a clear idea of what an organisation is committed to 
financially in the longer term and therefore of the consequences that restric- 
tions on future finances may generate. 


72 N. Hepworth 


Where a long-run financial assessment has been made those responsible for 
an organisation are better placed to: 


e Negotiate with the ministry of finance about the level of financing that will 
be required, whether for investment or current funding. 

e Produce arguments to substantiate claims about the required level of 
financing. 

e Manage the process of changing a service to accommodate pressures for 
service cuts. 

e Develop plans to secure improvements in the efficiency and effectiveness of 
the services which are provided as part of a cost management process. 

e Develop awareness amongst service users of the likelihood of change and 
hence reduce the risk of a disruptive reaction to policy and service changes. 


There are also the longer-run consequences of demographic change, the 
impacts of technology, the consequences of a better educated and wealthier 
population, environmental and climate change and other factors that cannot 
yet be properly foreseen. However, as far as possible, assessments should be 
made about their potential financial impact even if these can be only vaguely 
forecast. Attempts at spurious precision are not helpful. The questions that 
then arise are these: 


e Do policy changes need to be made now because current policies are finan- 
cially unsustainable? 

e Does the management of the organisation envisage the possibility of 
longer-run changes to the operational environment, or other factors that 
could affect the future financial and operational viability of the organisation? 

e Are the present management arrangements capable of responding to 
those changes? 

e Docurrent policies need rethinking in any event to respond to these changes? 


A specific example would be over the application of technology to a par- 
ticular service or activity which is likely to require substantial investment, but 
which also may have a dramatic effect upon ongoing costs. Another example 
would be environmental changes, especially given the effects of climate change. 

Financial management and internal control if properly implemented asks 
the types of question set out above. Take financial resilience: does anyone at 
present with traditional financial control and budgetary arrangements ask the 
question, can this organisation afford, within likely budgetary constraints and 
given the demographic and environmental changes which are occurring, to 
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continue with its present policies over the next 5—10 years? Of course, to 
answer such a question does require speculative judgements to be made but it 
is either this or doing nothing and then suddenly finding that an existing 
policy cannot be pursued because the finance is not available, or it is not sus- 
tainable for other operational reasons. Trying to answer such a question at the 
very least encourages policy makers to consider the options that are available. 
Political time horizons will be shorter than those of appointed officials but 
asking this question does require the ‘official’ part of the organisation to pre- 
pare a strategy to take such possibilities into account and this will ultimately 
benefit political decision making. (Longer-run planning is also discussed in 
Chap. 8 on the role of the head of finance.) 


2.12 Effective Public Financial Management 
and the Information Requirements 


Effective public financial management introduces a demand by managers for 
a wide range of new information. That demand can also extend to parliament 
depending upon how it approaches its role given the introduction of PFM/ 
IC. Information is central to effective management. If information needs are 
not fully considered, the management dimension to the PFM/IC reform is 
effectively being ignored. Managers will also require information to enable 
them to advise effectively on the development of policy and if policy is poorly 
defined it becomes difficult in turn to define objectives and to prepare bud- 
gets. However, information in itself is of little value unless the manager has 
the authority and capacity to use that information, that is, unless accompa- 
nied by appropriate delegation and managerial accountability arrangements. 
A manager requires information. That requirement must go beyond the limits 
of budgetary and financial controls because the responsibility of the manager 
is to deliver improvements in efficiency and effectiveness. That information 
requirement also extends to decisions made elsewhere in government because 
decisions made in one part of government can have an impact on other parts 
of government. The information required needs to include information that 
can affect both finance and performance such as changes to national or inter- 
national standards. This does add to the cost and complexity of introducing 
the PFM/IC reform but without this additional information the manager will 
not be able to control costs or achieve improvements in efficiency and effec- 
tiveness or even deliver objectives (see above about the development of cost 
driver and cost centre analyses). Exactly what a manager’s information needs 
are will depend upon the managers specific responsibilities. 
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2.13 Achieving the Benefits of PFM/IC 
2.13.1 Management and the Benefits of the Reform 


"The benefits from introducing PFM/IC derive from the impact that it has 
upon the management arrangements. The system itself does not deliver the 
benefits. The system creates opportunities for a manager that a traditional 
system does not and therefore what matters is the quality of the management 
if those benefits are to be achieved. 

Evidence from other countries'® of the impact of public financial manage- 
ment reforms has shown that, firstly, many years!” and in some cases many 
decades are required to implement substantive and sustainable changes. 
Secondly, political economy issues, together with the history and culture of a 
country, are enormously important factors in determining the success of a 
reform strategy. Strong public financial management systems are not created 
out of weak institutions and therefore an initial action should be to strengthen 
existing institutions as necessary (by, e.g., ensuring that the arrangements for 
PFA/IC are both sound and effective) and by encouraging parliament to take 
that broader interest in public finance referred to above (which may require 
support from the state auditor). Thirdly, prioritisation and the correct sequenc- 
ing of the implementation of the reform are essential for the success of any 
reform strategy. Fourthly, capability constraints in the public administration 
play an important role. Strengthening capability is not about training alone. 
Capability is a wider concept. Capability includes the ability to mobilise and 
direct all resources to achieve an objective (finance, assets, personnel, IT sys- 
tems and so on depending upon the organisation) in an efficient and effective 
way. A further (fifth) factor that should under no circumstances be ignored 
is that financial management and internal control require a capacity to think 
and plan strategically. This is not a simple matter of the forward forecasting of 
the impact of events but also of how those events, together with cultural and 
environmental changes, are likely to affect how management should react and 
how the changing expectations of the electorate, the service user and the 


'©IMF Director for Africa quoted by Richard Allen, IMF Blog 2 December 2013: https://blog-pfm.imf. 
org/pfmblog/2013/12/is-there-a-new-consensus-on-pfmreform.html?utm_source=feedburner&utm_ 
medium=email&utm_campaign=Feed%3A+pfmblog+%28PFM+blog%29reform.html?utm_ 
source=feedburner&utm_medium=email&cutm_campaign=Feed%3A+pfmblog+%28PFM +blog%29. 

77 See the assessment of SIDA referred to in Chap. 1—footnote 22. 


"For a full discussion see Building State Capability: Evidence, Analysis Action: Andrews, Pritchett, 
Woolcock: Oxford University Press 2017. 
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taxpayer will affect attitudes to public services and those responsible for their 
delivery in the future. 

As experience of managing within a PFM/IC environment is gained fur- 
ther changes are likely to be required particularly to the definition of objec- 
tives, performance measures or indicators and the analysis arrangements 
designed to assist managers improve efficiency and effectiveness. Changes in 
technology will also impact upon the processes of financial management and 
internal control. Given the complexity and length of time that implementing 
PFM/IC will take, as was pointed out in Chap. 1, political consensus about 
the desirability of the reform is highly desirable. This will be particularly 
important where a consequential management change is to move responsibil- 
ity for operational management from elected officials to appointed civil ser- 
vice and local government officials. This will mean that officials will need to 
be trained in management techniques and that the managerial ethos facilitates 
decision making and the making of operational service delivery judgements. 

In summary the benefits of the reform are derived from a better quality of 
management with more efficient public services, an increased focus on achiev- 
ing objectives and with greater regard for the needs and interests of the user of 
public services (effectiveness) usually expressed through civil society. (The 
benefits that can be obtained from this reform are discussed in Chap. 10.) 


2.13.2 Integrating PFM/IC Reform 
with Managerial Reform 


Given that the introduction of PFM/IC should be regarded essentially as a 
management reform the introduction of PFM/IC should be coordinated with 
civil service or public administration reform, although it rarely is. As has been 
pointed out a central feature of PFM/IC is the separation of responsibility for 
policy and strategy development from policy execution and all aspects of 
operational management with the delegation of operational management to 
civil service and local government officials. (The extent of delegation will 
depend upon the particular operational circumstances and where delegation 
is appropriate and where not is discussed in Chap. 14.) This means that a 
management structure should be developed which is appropriate to the needs 
of the organisation. However, the development of a management oriented 
organisation cannot simply be driven by the needs of PFM/IC. The develop- 
ment of a managerially oriented public administration, because of its far- 
reaching implications for policy development, the relationships between 
politicians and officials and staff management go well beyond the remit of a 
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ministry of finance. However, the development of PFM/IC does mean that 
managers, at all levels, need to be financially aware. Financial awareness is not 
simply about knowing what budget is available and securing budgetary con- 
trol. Financial awareness also means that managers know what the total costs 
are of the services or activities for which they are responsible and how any 
changes of whatever type will affect those costs (e.g. of those factors which 
drive costs). Where managers are responsible for the development and man- 
agement of income sources, including taxation they need information on the 
effectiveness of the policies in achieving the objectives as well as information 
about the costs and losses on collection. They also need to be aware of the 
total resources, current and capital (investment), that they are using and of 
the commitments that they are proposing to enter into. This too may repre- 
sent a significant change because very often administrators, such as heads of 
departments, in developing and transition economy countries are not aware 
of the total costs of the department for which they are responsible because 
some costs may not be allocated over services and activities and in some coun- 
tries, particularly lower-level administrators, may not know at all of either the 
budget they have available or the actual costs that are being incurred. The only 
financial information that it is often deemed necessary for an administrator to 
know is that necessary to maintain budgetary control over those expenditure 
lines for which the administrator has a direct responsibility. With PFM/IC 
this nowhere near enough! Neither is it enough for only the finance depart- 
ment to be responsible for the effectiveness of the financial and budgetary 
control arrangements: this should be primarily the responsibility of the man- 
ager. A particular responsibility of the head of finance is to promote financial 
awareness in all its aspects amongst managers (see next section). 


2.13.3 Promoting Financial Literacy and Awareness 


Managers need budgetary and financial information which meets their needs 
and as has been explained above these needs will be different from those of the 
ministry of finance. Whilst budgetary control must be maintained in accor- 
dance with the requirements of the ministry of finance that budgetary infor- 
mation needs to be reanalysed in a manner which supports the manager and 
as far as possible linked to performance information. Only by this occurring 
can a manager assess how efficiently and effectively services are being provided 
and through that the development of financial awareness. This also supports 
the development of managerial accountability. That will mean providing indi- 
vidual managers with the specific budgetary and accounting information they 
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require to enable them to manage their part of the business of the organisa- 
tion. To meet these different requirements more sophisticated financial ana- 
lytical processes will be necessary. A single coding structure for the whole of 
government will be most unlikely to have the capability to achieve this. In 
developed economy countries the problem has been addressed by allowing 
public organisations to develop their own coding structures but in accordance 
with conditions specified by the ministry of finance that allow the ministry of 
finance to maintain the control and financial information it requires. A spe- 
cific example is provided in Chap. 5. 

Reluctance often exists in many developing and transition economy coun- 
tries to provide budgetary and financial accounting information to managers 
other than to the top level of management and in any form other than that 
required by a ministry of finance. This will need to change. 


2.13.4 Engaging a Wider Set of Actors in Financial 
Decision Making 


Rather than confining debate about budgetary allocations to senior officials, 
line ministry and local government managers at all levels ought to be involved 
in decisions affecting the level of budgetary allocations (within any overall 
ceilings) given the objectives and performance standards they are expected to 
meet. They should also be involved in decisions about budgetary variations 
required during the year and cash flow calculations. In summary, if those 
managers are to be responsible for the delivery of objectives, performance 
standards and levels of operational performance they need to agree the 
resources necessary to do so and if resource availability is not at the level to 
achieve them, then changes will need to be made to objectives, performance 
standards or performance levels to match the available resources. Only the 
manager is in a position to give advice on that. 


2.14 Learning Lessons from the Experience 
of Countries Aiming to Introduce PFM/IC 


Where countries have not had regard to the managerial dimension to the 
PFM/IC reform the impression is that they have not asked themselves these 
questions: 
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e Who is to use the information derived from those bureaucratic proce- 
dures’? that are associated with the implementation of PFM/IC, how is it 
to be used and is it reliable? 

e Does an appropriate management structure exist reflecting the objectives 
of the organisation with experienced managers in place? 

e Do those managers have clear objectives and have performance standards 
been set for them, with both linked to their budgets, and is performance 
information available? 

e Do managers have the appropriate financial and budgetary information 
along with performance information to enable them to make judgements 
about the efficiency and effectiveness of the operations for which they are 
responsible? 

e Do managers have the delegated authority to act in order to deliver those 
objectives? 

e Do appropriate arrangements exist to hold managers to account, including 
by parliament and by civil society? 


Unless these questions can be answered positively the main point of the 
reform is being missed and the potential benefits will not be achieved. 

Also, the linkages between this reform and public administration reform or 
civil and local government service reform have not been recognised. In most 
countries, public administration reform and PFM/IC reform operate as it 
were, on parallel lines, not recognising the significant relationships between 
the two. What has also been missing is a recognition that budgeting and 
financial accounting systems also need to meet the needs of line ministry 
managers as well as those of the ministry of finance. Some budget headings 
which may be currently centralised in some countries (such as personnel and 
premises costs) may need to be allocated over individual management areas of 
responsibility to provide managers with the information that they require if 
they are to deliver services efficiently and effectively. 

These weaknesses in the approach to the financial management and inter- 
nal control reform appear to have partly come about, at least in countries with 
a legalistic tradition of public administration, because of the traditional focus 
upon adherence to that legalistic approach exemplified by bureaucratic rules 
and procedures. The legal approach has a focus on structure and functions 
allowing the exercise of power. It emphasises formality, the powers available 
and the limitations of power. It affects the discretionary authority of 


9 The main procedural requirements are included in the guidelines for internal control standards for the 
public sector published by INTOSAI—see footnote 11. 
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administrators. This contrasts with the approach exemplified in PFM/IC 
where the focus is more upon the public service user, the outputs, efficiency, 
and effectiveness in delivering those outputs. The legalistic approach in these 
countries also reflects concerns about the misuse of funds leading to a focus 
upon ‘financial and budgetary control’. The reform approach that has been 
adopted in many countries has been to strengthen public financial adminis- 
tration, not ‘management’. However, that also reflects a limited view of the 
meaning of ‘control’. An internal audit based approach, which is the point 
from which many developing and transition economy countries start the 
reform, with a focus on compliance with procedures and systems to ensure 
that they are properly implemented has been usually the approach adopted. 
Whilst such controls are very important, thought has not been given to the 
outputs of those procedures and systems. This is not the end outcome that 
PFM/IC is aiming for. It ignores the point set out above in this chapter that 
‘control’ is also about ensuring that the organisation delivers its objectives and 
does so efficiently and effectively and without risk to the financial resilience of 
the organisation. In other words, ‘control’ is also about where the organisation 
is heading and how well it is using its resources. That is a management respon- 
sibility. To use a motoring analogy, control is about more than just the accel- 
erator and brake (i.e. the systems and procedures), it is also about steering 
towards the objective (i.e. where is the organisation trying to get to). 
Consequently, implementing PFM/IC in countries with a legal tradition does 
mean a significant cultural change and cultural change in all circumstances is 
very difficult requiring careful preparation. 

The lesson from this is that whilst the experience of other countries can be 
valuable it does need to be treated with great care recognising that many (per- 
haps most) other countries have had a very narrow perception of what this 
reform is mainly about in that they have not recognised the managerial impact 
of the reform. 


2.15 PFM/IC and Delegation 


Countries with highly centralised power structures may have difficulty with 
the concept of delegation. There are two aspects to delegation, one is from 
politicians to the civil or local government service officials and the other is 
from central organisations to line organisations such as individual ministries. 

The first aspect from political appointees to officials tends to occur because 
of a lack of ‘trust’ in the civil or local government service officials and concerns 
about competence. This can be accentuated where the civil and local 
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government service has been politicised and has no reputation for indepen- 
dence. Power also provides important benefits to those who hold it, such as 
patronage and in some countries, as has been said earlier, opportunities for 
rent seeking. This is unlike in those developed economy countries, such as the 
Netherlands and other western European countries which have a long history 
of implementing PFM/IC. Here responsibility for delivering operational 
activities lies with the civil and local government officials and policy and strat- 
egy development and monitoring lies with politicians, that is, the elected offi- 
cials. Exactly where the boundary lies between policy and strategy and 
operational activity varies considerably from country to country, as do the 
reporting arrangements, but either the civil and local government service is 
not politicised or politicisation is strictly limited. 

The second factor is that in many developing and transitional economy 
countries power may be concentrated in a limited number of central minis- 
tries such as the ministry of finance (or there may be a separate ministry 
responsible for investment control) which may have to approve spending 
decisions where they do not conform with traditional practice, or cause varia- 
tions to existing budgets. Or again a central ministry may be responsible for 
all employment levels and arrangements and this central ministry may have to 
approve personnel changes or appointments. This limits the discretion of line 
ministries to make decisions about the way in which services are delivered and 
how they can be made more operationally efficient. In practice, such controls 
are not related to the efficient and effective delivery of a service or the achieve- 
ment of objectives but are simply about budgetary or policy control and 
sometimes a perceived need to avoid creating precedents. Such arrangements 
conflict with the managerial responsibility to improve efficiency and effective- 
ness and where authority must be sought from another organisation, deci- 
sions are likely to be made in the interests of the organisation exercising the 
power. Therefore, for example, where a line ministry may require a change to 
budget structures or change the personnel structure to facilitate improve- 
ments in efficiency and effectiveness meaning that a different form of budget- 
ary analysis is necessary or different personnel arrangements, a central ministry 
can effectively prevent this if it will not agree to those reforms that a line 
ministry may require. A legitimate question then is who in fact is the manager 
of that service or activity? 
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2.16 PFM/IC and Decentralisation 


Decentralisation transfers authority and responsibility from central govern- 
ment to regional and local government of certain government functions. This 
responsibility may include all aspects of service delivery from policy formula- 
tion, the strategy for implementing that policy to the detailed arrangements 
for service delivery. Exactly what the arrangements will be depends upon indi- 
vidual country arrangements. An important factor affecting decentralisation 
will be the level of financial resources available to each level of government. 
Some subordinate governments may have local taxation resources but usually 
these are insufficient to finance the costs of the more major public services 
such as education or poverty relief or security. In such circumstances local 
revenues sources are usually supplemented through grants from central gov- 
ernments which can attach conditions to the provision of grant aid including 
conditions about how such funds are to be managed, for example, by the 
adoption of PFM/IC. 

With the introduction of PFM/IC at the central government level a deci- 
sion will need to be made about its implementation by these different levels 
of government. How far a central government can impose a requirement for 
a subordinate government to adopt particular managerial or administrative 
arrangements will depend very much upon the local constitutional arrange- 
ments. Whilst a central government can use the lever of the provision of 
financial resources to encourage or cause subordinate governments to under- 
take reform, there may also be other reasons why central governments should 
require subordinate governments to undertake reform. An example is of gov- 
ernments wishing to join the European Union where the equivalent of PFM/ 
IC is expected to be adopted by both central and local government as well as 
any intermediate levels of government. 

The ideal position though is that all levels of government within a country 
should be encouraged or required to adopt PFM/IC recognising that the 
timetable and the specific arrangements may well be different from those 
applying to central government. 


2.17 Summary 


The PFM/IC reform is likely to challenge the traditional cultural approach to 
the delivery of public services. It also affects the distribution of power within 
and between organisations and affects how some organisations have 
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traditionally operated as well as the roles that they have traditionally under- 
taken, including the parliament. This can make the reform difficult to imple- 
ment. However, as a key component of PFM/IC, namely management with 
the responsibility to deliver objectives efficiently and effectively, this inevita- 
bly will lead to challenge to existing power structures particularly with the 
development of a delegated but much more disciplined managerial approach 
to the delivery of public services and activities. It will also require a more flex- 
ible attitude to budgeting and financial accounting compared with traditional 
arrangements. 

Some civil and local government officials will appreciate the benefits of 
this, but others could object especially as their “comfort zones’ will be chal- 
lenged with them being expected to accept new responsibilities that could be 
potentially frightening and risky. 

The possibility is that together these concerns will generate resistance to the 
reform and may cause those responsible for the reform to argue that either it 
is not really relevant to the needs of the country or it so runs against the grain 
of the culture of the country that at least some aspects of the reform are inap- 
propriate. In some countries the result has been that the PFM/IC reform has 
been quite superficial and limited to legal changes and requirements but with 
no substantive management or budgetary or accountability changes. 
Delegation often has been limited and largely restricted to relatively minor 
administrative matters. Because delegation has been so minor, the account- 
ability arrangements have also been of superficial impact. Therefore, there is 
little or no prospect of achieving the benefits of the reform. 

Another important lesson from those countries that have sought to imple- 
ment a PFM/IC reform is that to be effective it must be complemented by a 
public administration/civil service reform. (That too has not always been 
appreciated.) 

Given the difficulties with implementing and sustaining a full PFM/IC 
reform, what the reform may only in practice result in is improvements to 
public financial administration. This in itself could well be an important step 
forward, as well as a necessary step as a precursor to the much more substan- 
tive managerial PFM/IC reform. The important point is that those with the 
ultimate responsibility for reform should recognise this. 

Overall, the objectives of PFM/IC are to ensure: 


e Public services are managed and delivered efficiently and effectively and 
that a focus exists upon the user and the delivery of objectives and perfor- 
mance standards, not just financial and budgetary control. 
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e No commitments are entered into which risk the short-, medium-, or long- 
term financial resilience of the organisation. 

e Full and effective accountability exists to the parliament, to the user of 
public services, to the taxpayer and to the population, showing how public 
resources have been raised and used, how effective internal controls (defined 
more broadly than simply budgetary and financial control), have been. 

e The extent to which government objectives have been achieved and whether 
they have been achieved efficiently and effectively. 
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The Distinction Between Public Financial 
Management and Internal Control (PFM/ 
IC) and Public Financial Administration 
and Internal Control (PFA/IC) 


"The previous chapters explained PFM/IC and the implementation arrange- 
ments. This chapter distinguishes between public financial administration and 
internal control (PFA/IC), with a detailed explanation of what is meant by 
PFA/IC and compares it with public financial management and internal con- 
trol (PFM/IC). The main difference lies in the role of ‘management’ and the 
greater discretion that management has in the decisions about the delivery of 
services with PFM/IC, including responsibility for achieving greater efficiency 
and effectiveness in service delivery. In the previous chapter the statement was 
made that PFM/IC should not be introduced until a robust PFA/IC exists, 
and this chapter explains what a robust PFA/IC involves. It also highlights 
deficiencies in the PFA/IC arrangements when compared with PFM/IC. 


3.1 Public Financial Administration and Internal 
Control (PFA/IC) 


3.1.1 Control Prior to the Adoption of PFM/IC 


Before the introduction of PFM/IC should be attempted a robust PFA/IC 
should exist. The focus with PFA/IC is upon control and compliance. Control 
and compliance are critical attributes which all countries ought to strive to 
attain. They mean that spending conforms with budgetary limits, that all 
spending is in accordance with the relevant laws and regulations, and that such 
expenditure is only for public policy purposes. If control and compliance do 
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not exist, the sophisticated system which is PFM/IC, with the increased discre- 
tion available to managers, is being introduced without the underpinning basic 
financial control stability and without recognition and acceptance of the struc- 
tures necessary to achieve and maintain that stability and propriety. With their 
present PFA/IC arrangements, many governments have potentially good-qual- 
ity financial and budgetary control systems. These ‘good-quality’ financial and 
budgetary control systems, often known as integrated financial management 
information systems (IFMIS), will be electronic information (IT) systems. 
They may be local ‘custom-built’ systems or ‘off-the-shelf? commercial systems. 
They are designed to help governments and ministries of finance maintain con- 
trol and compliance whilst operating within a PFA/IC framework. The accom- 
panying financial, budgetary, and procurement regulations should complement 
the PFA/IC arrangements and be designed to prevent inappropriate actions. 

However, such systems have their weaknesses often caused by poor security 
or by non observance of the accompanying rules and procedures. IT security 
in some countries can be limited and IT systems can be subject to hacking or 
made vulnerable by a lack of IT discipline. A further problem is that countries 
using advanced commercial ‘off-the-shelf’ TT systems need to adapt their pro- 
cesses and arrangements to meet the requirements of the IT system, rather 
than the other way round. This adds to the difficulty of application which can 
take a considerable period to apply! (up to 9-11 years in some countries) and 
causes delay in the implementation of other financial management reforms. 
Such systems also tend to be very expensive. Claims are also made that imple- 
menting such a system will result in improvements in efficiency and effective- 
ness but, such claims can only apply to the financial processes and not to the 
delivery of public services where the crucial factor is the quality of manage- 
ment. Consequently, that such systems may exist should not be a reason to 
argue that a PFM/IC reform is unnecessary. Their existence also does not 
guarantee that a robust PFA/IC presently exists. The adoption and application 
of the PFM/IC policy will not automatically remove any weaknesses. The 
same types of operational challenges will remain. 


3.1.2 The Control Environment 


Parliament through its approval of the budget and, in most countries the 
accompanying budget law, should dominate the approach to control. 
Parliament should approve variations to budgetary allocations in accordance 


! “The introduction of an FMIS in a developing country should be regarded as part of a long process of 
reform. This process takes years to fully implement, costs millions of dollars, and has a substantial recur- 
ring operating cost.’ Introducing Financial Management Information Systems in Developing Countries 


by Jack Diamond and Pokar Khemani: OECD JOURNAL ON BUDGETING, Volume 5, No. 3 2006. 
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with the requirements of the budget law, where these are found to be neces- 
sary. It should also be informed of significant variations in the income gener- 
ating capacity of government. The ministry of finance has a responsibility for 
the overall operational control of the budget, reporting to parliament where 
budgetary spending changes are required and seeking parliament’s approval. 

The budget law with PFA/IC will focus on financial limits rather than also 
on the ‘outputs’ to be achieved although the statements accompanying the 
budget are likely to include broad political aims, rather than specific manage- 
rial objectives. Some countries have experimented with different forms of 
budgeting such as programme and performance budgeting in order to increase 
the emphasis upon ‘outputs’ but with different degrees of success. Such bud- 
getary reforms have not usually been accompanied in developing and transi- 
tion economy countries by any managerial reforms, which are essential if they 
are to be effective. The following is a quotation from an OECD report on 
‘Budgeting and Public Expenditures in OECD Countries 2019”)? It illustrates 
the importance of the comprehensive cultural change that is required to 
extend the concept of control based upon the budget to include ‘outputs’. 
Adopting PFM/IC, although not specifically referred to in the quotation, is 
an important element in that change: 


[Performance budgeting] PB is a recurring focus of innovation because efforts to 
base allocations on results often fall short of the mark. Instead of abandoning 
the pursuit of performance, various countries have retained the PB label and 
reoriented it from performance-based to performance-informed budgeting or 
from central budget decisions to performance management in line ministries. 
Many countries have repeatedly tinkered with the definition and classification 
of key concepts, such as outcomes and results, and with their use in the submis- 
sion and review of budget requests. Others have shifted from PB’s original focus 
as an instrument for deciding the budget to a means of classifying or displaying 
decisions taken during constructing the budget. 

Some Member countries li.e. of the OECD] have had considerable success 
with PB-type arrangements by recognising that performance has to be embed- 
ded in the culture and systems of public management, especially the strategic 
processes and goals of government, and has a robust infrastructure across gov- 
ernment to support the production and use of performance information. These 
critical linkages are recognised and defined in the OECD Good Practices for 
Performance Budgeting. To this writer, several key insights emerge from the 
Good Practices and if properly adopted, will open the door to more effective 


* https://vvvvvv.oecd-ilibrary.org/ docserver/9789264307957-en.pdf?expiresz 15962737468zid-id8zaccna 
me=guest&checksum=502CA11F8D42BE832A2E23BACABBCC68:pp27 and 28: author Professor 
Allen Schick. 
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application of performance budgeting. First, PB cannot be a stand-alone 
innovation; it must be closely aligned to national performance and medium- 
term expenditure frameworks and evidence- based assessments of policies and 
resources. Second, PB should be adapted to country circumstances, with due 
regard to the role and interests of important stakeholders. Third, there should be 
systematic use of performance information, guided by the central budget 
authority, but also involving line ministries, the legislature, and the supreme 
audit institution. Centres of Government (CoGs) have a critical stake in orient- 
ing programmes and line ministries to performance and results, but their role 
usually is limited. COGs can inspire and prod, they can demand performance 
information, and occasionally review budget options in the light of evidence on 
results. Overall, however, COGs have many other things on their mind that 
crowd out sustained attention to performance. Moreover, they may regard it 
prudent or necessary to leave sensitive questions—for example, how to improve 
the performance of teachers and schools—to others. 


With PFA/IC the responsibility for detailed day-to-day financial and bud- 
getary control lies with the ministry of finance or its equivalent. Thus, with 
PFA/IC the central ministry of finance is initially responsible if there is evi- 
dence of losses due to the failure of budgetary and financial control. Of course, 
it may seek to blame others, but the initial question is why it was possible for 
such losses to occur? Why were the ministry of finance controls not effective? 
Whilst deliberate manipulation may have occurred within a line ministry or 
other public organisation which the central ministry responsible for control 
did not identify, the question then becomes, why not? Consequently, although 
the actual source of the failure may lie within a line or spending ministry or 
other public organisation a ministry of finance cannot shift all responsibility 
for the ineffectiveness of the control arrangements onto individual organisa- 
tion managements. With arrangements for PFA/IC line ministry or service 
administrators’ will be subject to the detailed central control over ‘inputs’ 
exercised by central controlling ministries. The usual organisational structure 
in line ministries and other organisations is for administrators to be appointed 
who may be politicians or civil and local government officials. Their control 
focus will be on ‘inputs’ because that will be the primary concern of the con- 
trolling central organisations and parliament. They usually will not have the 
performance and financial analytical information to enable them to deliver 
services and activities efficiently and effectively and to standard or to ensure 
that the arrangements for the collection of income have the same 


3 The term ‘administrators’ in used in this context rather that ‘managers’ because with PFA/IC the admin- 
istrator has such limited scope for taking managerial actions. 
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characteristics. The likelihood also is that clarity of objectives will be lacking 
and management disciplines such as risk management will not exist or if they 
do, they will tend to be cosmetic in nature. 

Whilst the main input controls exercised by a ministry of finance with 
PFA/IC will be financial ones, a central ministry, either the ministry of finance 
or another central ministry may also control the numbers and types of person- 
nel who may be employed. Such numbers may be included in the budget 
documents and may in some countries form part of the budget law. Such 
personnel controls may also extend to the rates of pay that may be available, 
including payments to consultants, such as engineers working to support par- 
ticular public service provision. This also has the effect of removing an impor- 
tant area of responsibility from a line organisation’s administrations, such as a 
ministry responsible for delivering individual services. Similarly, line organ- 
isations may have responsibility for the instigation of procurements, although 
often the actual procurement processes are managed through a central minis- 
try. Where though a line organisation has a responsibility for the actual pro- 
curement process, it should be expected to operate within centrally specified 
procurement rules. 

Improvements to PFA/IC will be focussed by central ministries upon secur- 
ing a strengthening of control over ‘inputs’, including commitments. In some 
developing and transition economy countries attempts may be made to incor- 
porate ‘outputs’ especially where countries are seeking to introduce pro- 
gramme budgeting. Control over ‘inputs’ is an important requirement but, as 
explained, can be a limiting management requirement if those controls are 
externally imposed and have no regard to the expected outputs. Such financial 
and budgetary controls will be designed to ensure that spending does not 
exceed that approved for individual budget lines or groups of lines and that 
the detailed financial control regulations are observed. This process in effect 
denies to administrators the discretion they would require as effective manag- 
ers, as well as not recognising that they will need different and more detailed 
information if they are to deliver objectives efficiently and effectively. Managers 
also need more flexibility if they are to succeed in this and that means that the 
virement rules need to be more relaxed. This, in turn, depends upon the atti- 
tude of parliament. Budgetary policy will also be designed to ensure that bud- 
get funds are allocated in accordance with government ‘input’ priorities such 
as ‘we wish as a government to spend more money on schools, or healthcare, 
or prisons, or infrastructure’. Only rarely will this be translated into a specific 
objective linked directly to the available budget because the information avail- 
able to do so does not usually exist. And then with PFA/IC a management 
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with the discretion able to actually deliver the specific objective will not 
exist either. 

Because responsibility for the strength of such financial and budgetary con- 
trols with PFA/IC rests with the ministry of finance within any confines set by 
parliament, that ministry will dominate the control process requiring public 
organisations to meet its requirements. In other words, the ministry of finance 
will define and secure the application of the control processes and how those 
control processes will operate. The aim will be to ensure that through its con- 
trol mechanisms, spending conforms to budgetary limits, that is, ‘inputs’, 
specified in the budget law. 

The budgetary structure is also important in determining how effectively 
managers can operate. With PFA/IC line ministries and other public organ- 
isation administrators may have little or no say in the budgetary structure and 
they will be responsible for compiling the budget in accordance with that 
externally imposed structure. That externally imposed budget structure will 
be approved by parliament and be designed principally to meet the needs of 
the ministry of finance. These needs, in turn, are likely to reflect the analysis 
required for international statistical reporting purposes, not the needs of the 
individual public organisations. In some countries the ministry of finance 
may also set out in detail how budgets are to be constructed indicating, for 
example, unit allowances for such items as vehicle running costs, or even min- 
istry administrative costs. Where variations are required to any budget head- 
ing or, in some countries, groups of headings, ministry of finance approval 
will be required. 

No matter how detailed ministry of finance control is over the construction 
of the budget it may also specify in financial regulations how day-to-day 
financial control is to be exercised to ensure that financial resources (both cur- 
rent and investment resources) are used to ensure that they are used only for 
public purposes and that effective day-to-day control exists to ensure that 
fraudulent, corrupt, or other improper activity does not occur. As was pointed 
out in the previous chapter those affected by the ministry of finance control 
processes are unlikely to have any say in how they should be applied. 

A further control exercised by a ministry of finance is cash flow control. 
This will require other public organisations to ensure that spending complies 
with forecasts of cash flow requirements. Cash flow controls in some countries 
can be very detailed and be applied to most (or all) budgetary headings and in 
others can be limited to the main headings only. The dominating interest with 
cash flow controls is likely to be that of the ministry of finance. However, the 
more detailed the cash flow controls the more this draws a ministry of finance 
into line ministry and other organisation decision making processes. Also, the 
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more detailed the cash flow controls are the more unreliable they are likely to 
be, and this is likely to affect the level of ‘trust’. 

In summary, systematic accountability arrangements with PFA/IC within 
line organisations is likely to be limited to ensuring that budgetary and finan- 
cial controls over inputs are maintained and that the requirements of the asso- 
ciated regulations are met. 

These budgetary control rules may or may not apply to second-level non- 
market organisations such as agencies but are unlikely to apply to state owned 
enterprises. If they do not apply in detail to agencies, they will usually apply 
to the subventions from the first to the second-level bodies. In some countries 
this allows second-level bodies direct control over what is regarded as its ‘own 
income’, where it engages in activities that provide sources of income. 
Consequently, income generated by an agency may not be subject to control 
at all and may not even be reflected in the budgetary calculations of the con- 
trolling ministry or local government. (Indeed, one of the reasons in some 
countries for establishing such agencies is to avoid the detailed budgetary 
controls that would apply to the controlling first-level organisation.) Although 
this is the reality of the situation this arrangement is inappropriate and can 
lead to abuse. In particular, an agency’s ‘own income’ ought to be incorpo- 
rated into the budgetary process and the controlling first-level body should 
ensure that the methods used by an agency to determine ‘own income’ charges 
are appropriate and that forecasts of ‘own income are reliable and are met in 
practice. The first-level body should also ensure that all second-level bodies, 
other than state owned or local government owned enterprises, apply the 
same budgetary and financial control rules as the first-level body irrespective 
of whether PFA/IC or PFM/IC applies. 

Where state owned enterprises are exempted from budgetary control rules 
and the financial regulations that apply to non-market public organisations 
the controlling or owning first-level body should have a responsibility to 
ensure that equivalent or appropriate controls are applied and are effective. 
‘These other forms of control should include the arrangements for governance 
and could also include specific financial controls such as rates of return on 
capital to be achieved, limitations on payments to members of boards of 
directors, limitations on certain types of expenditure such as entertainment, a 
ban on the acceptance of fiscal risks without the specific approval of the con- 
trolling/owning first-level body and/or the ministry of finance. In Chap. 12 a 
more extensive discussion of the controls that should exist over second level 
organisations is set out. 
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3.1.3 Limitations of PFA/IC 


PFA/IC, when applied well, is a robust system to ensure financial probity and 
compliance with public budgetary rules and regulations. However, even when 
applied effectively there remain limitations, hence the general drive towards 
the development and application of PFM/IC. 

The principal deficiency with the whole concept of PFA/IC is the narrowness 
of the focus of the financial interest onto budgetary and financial compliance. A 
complementary focus is also on the current budget, whether 1 year or 3 years. 
The broader financial and operational environment with the ability of the man- 
ager to deliver better value is not addressed and neither is the longer-term finan- 
cial viability of the organisation. Also, there is no linking of finance with 
objectives and performance standards and with the establishment of mecha- 
nisms to determine efficiency and effectiveness. In other words what is lacking 
is a reference to the quality of public expenditure and sustainability. (PFA/IC is 
not alone in this and international measures, such as PEFA4 also just focus upon 
expenditure and do not reflect quality.) In addition, even with a sophisticated 
IFMIS the system itself says nothing about the quality of public expenditure, 
that is, whether it is efficient or effective. Adopting PFM/IC will not change this 
if it simply concerns itself with technical changes and ignores the managerial 
impact dimension. Corruption, where it exists, complicates the introduction of 
PFM/IC because PFM/IC relies on the integrity of the managerial structures. 

What is important in the development of a PFM/IC reform is a strength- 
ening of the quality of policy development and operational management. As 
was pointed out in the previous chapters this requires the separation of policy 
and strategy development from operational management with the delegation 
of operational management responsibility from the political level coupled 
with greater accountability. But this can only occur with the development of 
a quality, managerially oriented civil or local government service. Added to 
this should be a strengthening of the overall governance arrangements and 
greater transparency. This will improve the quality of the checks and balances 
in the system, enhance user pressure to make public services more efficient 
and responsive to user needs (i.e. effective) as well as lessening the risks of cor- 
rupt and fraudulent activity. 

This also impacts upon the role of a ministry of finance. The more the min- 
istry of finance seeks to control the detail of public expenditure the more it 


“PEFA: Public expenditure and financial accountability framework: PEFA is a methodology for assessing 
public financial management performance. It identifies 94 characteristics (dimensions) across 31 key 
components of public financial management (indicators) in seven broad areas of activity (pillars). 
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discourages line ministry and other officials from becoming ‘financially aware’ 
and ensuring that public funds are spent efficiently and effectively and achieve 
specific objectives. 


3.2 Comparing PFM/IC and PFA/IC 


3.2.1 An Overview of the Comparison 


This next section compares PFA/IC and PFM/IC and highlights the systemic 
and operational changes that need to be considered in any transition 
to PFM/IC. 

With the application of PFM/IC the parameters that need to be kept under 
review are much more extensive than those required with PFA/IC. A com- 
parison is summarised in Table 3.1 (a detailed comparison is set out in the 
Annex to this chapter.) 


Table 3.1 Summary comparison of public financial administration and public financial 
management 


Public financial 


administration Public financial management 
Budgetary control Budgetary control 
Financial control Financial control 


Compliance with the Compliance with the law and regulations 
law and regulations 

Strengthened policy development and implementation 
strategy capability 

Operational management focus on meeting policy objectives 
within a specified time, efficiently 

Operational management focus on meeting performance 
standards 

Operational management focus on meeting performance 
objectives? efficiently within a specified time 

Operational management controls extended to ensuring that 
the activities/services provided meet the needs of the client/ 
customer, i.e., effectiveness 

Focus on business and strategic planning and long-term 
financial planning, not least to secure the financial 
sustainability of the organisation 


aPerformance objectives cover the amount of work to be undertaken in a specified 
time. An example would be the number of social security claims to be dealt with in a 
specified period. This contrasts with performance standards which would be the quality 
of the way in which claims have been dealt with, such as responses within a specified 
time by officials, say within 1 week, and the number of errors made. All of this would 
be within an overall service objective of ensuring that the organisation had the capacity 
to deal with a forecast number of social security claims within the agreed budget 
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Introducing PFA/IC compared with PFM/IC does not have the same 
impact upon traditional customs and practices and therefore is easier and 
speedier to develop. In practice in this author’s experience many of the reforms 
aiming to introduce PFM/IC have only had the effect of strengthening PFA/ 
IC. This is not a ‘bad thing’ but it does not achieve the benefits that can be 
achieved through the application of PFM/IC. 

Key elements that need to be considered before any move to PFM/IC 
should be considered are encapsulated in the comments of Antoinette Sayeh, 
former Director of the IMF’s African Department:? 


1. ‘Budgets are often better prepared than they are executed: Even though the 
credibility of the annual budget remains work in progress in many African 
countries, the budget preparation PEFA® scores are on average better than 
scores for budget execution and oversight. 

2. There is a severe implementation gap: Laws and processes may be in place 
but are not necessarily implemented.’ 


Antoinette Sayeh went on to say: 


3. ‘Consolidation of responsibilities often yields better results. The success of 
Treasury Single Account development and strengthened cash management 
in some countries is an impressive example of how consolidation can 
achieve excellent results. For macroeconomic stability, centralized decision- 
making is important to enforce fiscal rules and budget discipline. These 
topics, with reliable fiscal reporting, still comprise the “bread and butter” 
of technical assistance by the IMF in African countries.’ 


"These three elements need to be addressed before a move to PFM/IC should 
be contemplated. However, point 3 potentially conflicts with the PFM/IC 
requirement for the devolution of decision making and authority to make 
budgetary decisions. Central departments with control responsibilities, 
because of these types of risk and for other reasons can be very reluctant to 
relinquish their responsibilities. Also, there is a certain tension between point 
3, ‘the consolidation of responsibilities’, and the devolution of responsibilities 
envisaged by PFM/IC. The example from hospital services provided by De 


? Keynote speech by Antoinette Sayeh, Director of the IMF’s African Department at the UK’s Overseas 
Development Institute’s annual CAPE Conference, November 2013. 

®PEFA—Public Expenditure and Financial Accountability (PEFA) is a tool for assessing the status of 
public financial management. See also footnote 4 above. 
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Geyndt and quoted in Chap. 1” also illustrates this tension. Yet to achieve 
improvements in performance, change is needed and that change requires 
managerial involvement in the delivery of services and activities with manag- 
ers having a focus on the quality of services provided, that is, ‘outputs’ and the 
authority to make changes without central authority, except in specific cases, 
such as those involving high political resonance or high cost and risk. The 
introduction of PFM/IC makes this change possible but a critical factor in the 
devolution of responsibility is the existence of confidence by central control- 
ling ministries, not least the ministry of finance, that devolution will not 
result in a damaging loss of control over ‘inputs’ and will actually achieve the 
‘output’ benefits that are claimed. Those damaging consequences can be 
caused by incompetence, a failure to recognise the importance of control and 
not least financial and budgetary control, an inability to balance off service 
demands against available resources and worst of all, corrupt practice. What 
this does is to emphasise yet again that central to the success of PFM/IC 
reform is managerial reform and the prior existence of a robust PFA/IC. In 
turn it also emphasises that ministries of finance and other central controlling 
organisations need to rethink how they exercise control. Unless demonstrably, 
the concerns expressed by Antoinette Sayeh in point 3 of her remarks can be 
met the PFM/IC should not be proceeded with until macroeconomic stabil- 
ity, fiscal rules and budget discipline together with reliable fiscal reporting can 
be achieved. 


3.2.2 The Objectives of Control 


As described in Chap. 2, the objectives of control are different between PFA/ 
IC and PFM/IC. Control with PFM/IC is not simply about financial, bud- 
getary, and legal/regulatory control as with PFA/IC (see Sect. 3.1.1 above) but 
is also about achieving objectives to time, to standard, efficiently and effec- 
tively. Parliament and a ministry of finance (and possibly another ministry if 
a separate ministry is responsible for investment expenditure) will have an 
interest in each of these elements of control, but a ministry of finance cannot 
be held responsible for these wider elements of control, nor is it in any posi- 
tion to achieve them. Responsibility firmly lies with the manager of a line 
ministry and other public organisations. 


7 See footnote 18 of Chap. 1. 
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With PFM/IC responsibility for the quality of controls is moved away from 
a ministry of finance (and that other ministry if applicable) onto the manage- 
ment of each public organisation. The primary responsibility for control 
therefore lies with the line ministry or other public organisation management 
and not with a central ministry. Consequently, blame cannot be so easily 
shifted. This creates an opportunity for the development of greater public 
transparency and accountability, not least to parliament who should be able 
to broaden its interest to the quality of the management responsible for the 
delivery of public objectives, that is, the quality of public expenditure. 
Parliament may need to adapt its scrutiny arrangements through the develop- 
ment of specialist committees to enable it to do this and with the support of 
the state auditor. 

What should be of particular concern to a ministry of finance is securing 
the achievement of overall macroeconomic stability, the observance of fiscal 
rules and overall budgetary discipline together with reliable fiscal reporting. It 
will want to secure the quality of the budget process ensuring that the objec- 
tives and performance standards for which the budget has been allocated are 
delivered. In addition, a ministry of finance may wish to ensure that expendi- 
ture on certain key items, such as personnel does not exceed specified limits 
and where that is the situation it may introduce specific controls to secure its 
interest (although it should be borne in mind the more it does so it detracts 
from the management of a public organisation responsibility for the delivery 
of its objectives). With PFM/IC therefore the ministry of finance in particular 
and also possibly the ministry responsible for personnel management, should 
be substituting detailed control for a macro type of control to enable line 
ministry management to exercise its full control responsibilities. However, to 
allow a ministry of finance to do that it must be satisfied that the overall finan- 
cial and budgetary control and personnel controls will be effectively exercised 
by line ministries and the subsidiary organisations for which they are respon- 
sible. The offsetting potential gain is an improvement in the quality of the 
utilisation of public resources in terms of achieving objectives and not least in 
efficiency and effectiveness. Consequently, the development of PFM/IC rep- 
resents a risk for central controlling ministries, although as noted in Chap. 1, 
the need to prevent the misuse of funds may be superseded by the need to 
deliver results.” In other words, is the traditional practice of detailed control 
of inputs still relevant, to quote Schick in ‘an era of big activist government’? 

But whether that ‘fundamental shift’ will occur depends very much upon 
the existence of ‘trust’. Do those central ministries or politicians who will be 


8 See footnote 15, Chap. 1. 
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required to relinquish control or the opportunity to make decisions through 
the development of delegation really trust others, line organisations and off- 
cials, to actually take on the responsibilities for control and to make decisions? 
Merely saying that they will be required to do so will not be effective! This is 
because ways will always be found round any notional reforms. Sometimes 
there is more at stake than simply concern about control, as was pointed out 
in Chap. 2, because the PFM/IC reform can mean a loss of authority and 
power and even opportunities for promoting particular objectives or indeed 
personnel. “Trust’ has to be built over time and ‘trust’ will develop when it can 
be demonstrated that devolution of control can work well, that objectives can 
be delivered and that public organisations can operate more efficiently and 
effectively. This in turn affects the length of time that will be needed to imple- 
ment the reform. Consequently, building ‘trust’ is a factor that reformers 
should not overlook (although unfortunately this never seems to be a factor in 
reform agendas). 

The central point, made in previous chapters, is that ministries of finance 
should recognise that with PFM/IC to the traditional ‘inputs’ focus of control 
is added a focus on ‘outputs’, which are what service users and taxpayers are 
really interested in, that is, the quality, relevance, timing, and volume of pub- 
lic service availability. Unless attention is paid to ‘outputs’ no improvements 
in efficiency and effectiveness can be achieved. Service quality, relevance, and 
timing are very much functions of management. Service volume in most 
countries will be linked to the totality of the budget inputs rather than to a 
conscious decision about service quality and effectiveness (i.e. the outputs). 

An unresolved question is whether ‘outputs’ should be incorporated into 
the budget and hence into the budget law. The introduction of PFM/IC 
because of the emphasis placed upon management and managerial discretion 
would clearly help but it would be impractical to incorporate into the budget 
law and for parliament to seek to exercise oversight at the managerial level. It 
would equally be difficult for a ministry of finance to also exercise such 
detailed output control and this would also risk a ministry of finance in effect 
becoming the ultimate decision maker rather than the manager of the line 
ministry or other public organisation. However, what could be appropriate in 
some countries, but only as a managerially oriented public service becomes 
established would be for the ministry of finance to require line ministries and 
other public organisations to specify what is to be achieved from the utilisa- 
tion of budgetary resources and how performance is to be assessed. This would 
be difficult to specify where public service outputs cannot be easily defined in 
specific performance terms (see Chap. 6 on risks and unintended conse- 
quences). However, making line ministries and other public organisations 
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more managerially oriented through budgetary disciplines should be a charac- 
teristic of the development of PFM/IC and of accountability and transparency. 
An article in 2007 in the OECD Journal on Budgeting’ discussing the 


benefits of incorporating performance information commented: 


Increasing the use of performance information in budget processes is an impor- 
tant initiative that is widespread across OECD countries. It is part of an ongo- 
ing process that seeks to move the focus of decision making in budgeting away 
from inputs (how much money can I get?) towards measurable results (what can 
I achieve with this money?). OECD countries have reported a number of ben- 
efits from the use of performance information (PI): 


e It generates a sharper focus on results within the government. 

e It provides more and better information on government goals and priorities, 
and on how different programmes contribute to achieve these goals. 

e It encourages a greater emphasis on planning and acts as a signalling device 
that provides key actors with details on what is working and what is not. 

e It improves transparency by providing more and better information to parlia- 
ments and to the public, and has the potential to improve public manage- 
ment and efficiency. 


3.2.3 Budgetary Control 


‘There are two types of budgetary control, namely one centralised within the 
ministry of finance and the other decentralised within ministries and agen- 
cies. These have been described in an IMF paper” with their advantages and 
disadvantages as follows: 


Centralized systems, particularly with centralized commitment and accounting 
controls, have the advantage of: (i) reducing the scope for variable interpretation 
and application of control criteria by multiple agencies; (ii) facilitating integra- 
tion between aggregate cash control and commitment control at the transaction 
level; and (iii) allowing the ministry of finance direct access to a centralized 
repository of expenditure data for budget execution monitoring/reporting. At 
the same time, centralization has the disadvantage of: (i) undermining spending 
responsibilities of managers in line agencies in the day-to-day management of 
line ministries/agencies” budgets; (ii) increasing the risks of noncompliance and/ 


*Improving Public Sector Efficiency: Challenges and Opportunities: OECD Journal on Budgeting 
Volume 7 —2007. 


' https://www.imf.org/external/pubs/ft/tnm/2016/tnm1602a.pdf. 
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or collusion (as both the authority to spend and the responsibility to ensure the 
regularity of transactions is assigned to the same agency) in the absence of strong 
internal and external audit functions; and (iii) inefficient decision-making 
(including superimposed prioritization) and rigid controls by the ministry of 
finance when it lacks the detailed information on the spending requirements of 
agencies; and (iv) presenting opportunities for rent seeking by officials imple- 
menting multiple and cumbersome controls. 

Decentralized frameworks have the advantage of: (i) aligning expenditure 
decision making with the spending priorities of line agencies; (ii) minimizing/ 
eliminating redundant controls which in turn improves the efficiency and speed 
of expenditure execution; and (iii) making each line agency directly accountable 
for its spending programs. At the same time, they have the disadvantage of: (i) 
potential disparate application of controls by various agencies particularly when 
the control criteria are not well defined; (ii) increasing the risks of noncompli- 
ance and/or collusion (as both the authority to spend and the responsibility to 
ensure the regularity of transactions is assigned to the same agency) in the 
absence of strong internal and external audit functions; and (iii) prolonging the 
preparation of financial reports (as expenditure data has to be collected and 
complied from multiple sources) required by central agencies for budget execu- 
tion monitoring. 


The actual process of budgetary control where PFA/IC exists will normally 
be exercised by the ministry of finance through an IT-based IFMIS (see Sect. 
3.1.1) and therefore be representative of the centralised system also described 
above. The approved budget will be entered into that system as will actual line 
ministry spending (and for local governments if they are using the same sys- 
tem). That system would normally block any proposed spending for which 
there is no budgetary provision. Ideally commitments should also be entered 
into the system but this can be a weakness or if commitments are entered the 
information is not comprehensive being limited to current orders for goods 
and services and not reflecting future orders to be placed during the remain- 
der of the year or impacting upon future years. However, how effective such 
systems are in facilitating budgetary control depends upon the controls that 
in turn exist over the operation of this system and the managerial attitude to 
control. As was pointed out in Sect. 3.1.1, weaknesses in security particularly, 
can lead to abuse and misuse of resources. 

Consequently, with PFM/IC the budgetary control process will be more 
devolved and hence more representative of the decentralised system referred 
to above. A ministry of finance will still require information about spending 
in accordance with the framework specified by that ministry no matter how 
budgetary and accounting information is reanalysed for internal public 
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organisation managerial purposes. How frequently the central ministry of 
finance will require that information will depend upon local country arrange- 
ments. An example from Canada (see also Chap. 5) illustrates how such infor- 
mation can be collected by the central ministry:" 


The government-wide chart of accounts is a framework that explains how 
departments [i.e. ministries] and agencies should identify, collect and report 
financial transactions to consistently satisfy the government's corporate infor- 
mation requirements. The chart of accounts contains the accounts and codes for 
all the fields that comprise the government-wide coding block. 

Departments and other reporting entities use these accounts and codes to 
input their monthly trial balances in the fields that make up the government- 
wide coding block. The departments then transmit these balances to the Central 
Financial Management Reporting System. 


What this shows is that decentralisation does not automatically prevent the 
ministry of finance from obtaining the information it requires. 

A crucial control where PFM/IC has been established is to ensure that the 
information contained in the financial information system used by the man- 
ager is entirely consistent with that used by the ministry of finance. To secure 
that consistency should be a responsibility of the head of finance (see Chap. 8 
on the role of the head of finance). Regular reconciliation between the line 
ministry system and the ministry of finance system should be a consistent 
feature of financial management. This can be ensured through a coding sys- 
tem which has the flexibility to allow both the manager in a line ministry or 
other public organisation and the ministry of finance to obtain the informa- 
tion that they both require. This may be facilitated using modern IT systems. 


3.2.4 Development of Budgets 


The responsibility of line ministry administrators where PFA/IC applies from 
a financial perspective is limited to ensuring that budgetary limits are not 
exceeded, that financial regulations (including procurement regulations) and 
any cash flow limitations are observed. These line ministry responsibilities are 
usually exercised by the line ministry or local government accountant/finance 
officer, rather than by the actual administrators. The administrator responsi- 
ble for a particular area of activity may not know exactly what budget is avail- 
able for what service delivery purpose, because the structure of the budget and 


N https://www.tpsgc-pwesc.gc.ca/recgen/pceaf-gwcoa/index-eng.html. 
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the corresponding accounting arrangements will be designed to meet the 
needs of the ministry of finance rather than the needs of the administrator. 
For example, personnel budgets may be amalgamated into a single heading 
for a whole ministry rather than be allocated to each element of a service or 
activity and budgetary control will be exercised on that basis. 

With PFA/IC there is often no linkage of budgets to specified managerial 
objectives and performance standards, although broad political objectives 
(aspirations!) are frequently included in budget statements. Neither is there a 
requirement to achieve efficiency and effectiveness except again as a broad 
political objective. There will be no specific managerial structures with dele- 
gated powers and accountability arrangements specifically designed to deliver 
objectives or improvements in efficiency and effectiveness. The budget mak- 
ing process is likely to be dominated by the interests of the ministry of finance 
who will specify in the annual budget circular how the budget is to be com- 
piled. Administrators are unlikely to have the ability to intervene in budget 
making, except at the margins, and anyway without objectives and perfor- 
mance standards or the information to enable a judgement to be made about 
efficiency and effectiveness the relevance of budgetary allocations to political 
policies and objectives is difficult to determine with any sort of precision. 
What will dominate is the overall fiscal situation and the government view of 
political priorities. Therefore, budgets can come to be regarded as being 
‘imposed’ externally rather than being ‘owned’ by the administrator. The 
result is therefore that pictured by Antoinette Sayeh, namely that budgets can 
be better prepared than executed. 

Service administrators are under different pressures than a ministry of 
finance. Service administrators will want to respond to pressures from cus- 
tomers or clients of the public services for which they are responsible. However, 
the likelihood is that budgets in these circumstances will be dominated by the 
objectives of the ministry of finance rather than jointly determined between 
the ministry of finance and the line ministry administrator. 

This contrasts with the situation where PFM/IC exists and where there is a 
much greater actual or potential opportunity for the establishment of budget- 
ary ‘ownership’ by the manager and hence for both better-quality budget 
making and execution. This is because the manager should have a responsibil- 
ity not only to secure budgetary control but also to deliver a set of objectives 
and performance standards. If the manager is to do that, that manager must 
be involved in the budgetary decisions. If the manager is not involved no 
commitment can be given to deliver those objectives and standards. 
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How the information about actual levels of spending (and income) against 
the budget will be provided will depend, as shown above, upon whether the 
budgetary control system is centralised or decentralised. In some countries 
information about spending against budgets is provided within line organisa- 
tions only every three months although in others the routine is monthly 
reporting. With more advanced IT systems, whether there is a centralised or 
decentralised system, ‘on-line’ arrangements mean that spending information 
is current but only provided in accordance with the budgetary analysis 
required by the ministry of finance because of the need to control against 
budget inputs. The frequency of reporting is important for management rea- 
sons but with PFA/IC these management reasons are limited to those seen as 
important to the ministry of finance. With PFM/IC three monthly reporting 
is quite inadequate because it gives too little time for adjustments to be made 
to spending patterns to enable managers to maintain or adjust service levels 
where budgets appear as though they will be exceeded and objectives may not 
be met. Or if the indication is that budgets will be under-spent and yet objec- 
tives met managers, with three monthly reporting managers are in no position 
to consider alternative fund usage provided the ministry of finance budgetary 
controls permit this. With PFM/IC managers should also be provided with 
information about performance and such information, depending upon the 
activity, could be provided at different intervals, some of which could be very 
short intervals. Consequently, managers should be making operational as well 
as financial performance judgements and therefore reporting arrangements do 
need to be linked as far as possible. 

With PFA/IC 3-monthly reporting anyway is also inadequate. This is 
because if spending appears as though it will not meet budgetary limits, and 
the emphasis is simply upon spending, and the indicator is that if budgets will 
be under-spent the incentive will be just to increase spending not least in 
order to maintain a claim on the same level of budget for the next financial 
year. This is even if funds are allowed to be transferred to meet an overspend- 
ing elsewhere. If there is a possibility of overspending the incentive will be to 
make cuts to spending levels without necessarily any regard to the quality of 
service or the achievement of objectives. If, as with PFA/IC, the focus is only 
on spending levels, rather than also on the achievement of objectives, and 
there is a risk of overspending the budget, pressure is then generated to permit 
supplementary estimates or budgetary variation arrangements or to use ‘other 
devices’ to avoid breaching budgetary limits. An example of ‘other devices’ 
would be allowing the accumulation of arrears of payments to creditors or 
service levels are abruptly reduced or attempts can be made to reclassify 
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current expenditure as capital investment. Such devices usually result in 
increased costs or greater inefficiencies or ineffectiveness in public service 
delivery and there is no regard to the achievement of objectives. This could 
also happen with PFM/IC but the likelihood is that the incentives will be less 
and the circumstances in which the possibilities will arise will be fewer, not 
least because of the focus upon the achievement of efficiency and 
effectiveness. 

An associated weakness with PFA/IC is that countries do not seem to 
require that regular re-forecasts are made of expenditure and income to the 
end of the year. Consequently, there is no opportunity to plan for how poten- 
tial overspendings might be accommodated (or under-spendings). Such re- 
forecasting ought to be an automatic requirement exercised by the head of 
finance where PFM/IC has been implemented although there is no reason 
why it should not occur with PFA/IC. However, the incentive is much less 
because the focus is simply upon budgetary control not also on the delivery of 
objectives. 


3.2.5 Parliamentary Scrutiny 


Another factor affecting the frequency of reporting is the need to keep parlia- 
ment informed of progress against the budget (i.e. for both expenditure and 
income) and to allow for effective financial scrutiny by parliament. The pur- 
pose of parliamentary financial scrutiny is part of the process of developing 
transparency and accountability. The aim is to make the government, indi- 
vidual ministries and other public bodies accountable for their financial deci- 
sions—in other words, requiring them to justify their revenue-raising and 
spending plans. With the development of PFM/IC the government and indi- 
vidual ministries and other public bodies should be able to explain whether 
the expenditure achieved its objectives and, if not, why not. The degree of 
detail involved in the parliamentary scrutiny process will vary between coun- 
tries, but the underlying principles should be to: 


e Make the government's financial decisions transparent, including the rela- 
tionship between its stated priorities and its funding decisions. 

e Encourage civil society to become involved in discussions about public 
expenditure through the provision of evidence to parliament as part of the 
process of informing the parliamentary debate. 

e Influence the government’s financial decisions. 
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e Hold the government, individual ministries and other public bodies to 
account for their financial decisions and quality of financial management; 
and through the scrutiny process to contribute to an improvement in the 
quality of financial decisions and management and improved value for 
money in public services. 


Financial scrutiny matters because the quality of financial decisions and 
financial management is likely to be higher if they are made transparent and if 
those responsible for them know that they will be scrutinised rigorously and 
mismanagement will be exposed. Better financial scrutiny should therefore 
result in more efficient and effective public services. '” 


To enable scrutiny to be effective parliament will need an appropriate level of 
support resources. This can be provided by the development of parliament's 
own staff and/or through support from the state auditor. 

How frequently reporting to parliament should occur will depend upon 
local country circumstances but the OECD in a 2002 report on Best Practices 
for Budget Transparency “envisaged monthly, mid-year, and annual reports. 
These reports would serve different purposes, but detailed scrutiny could not 
occur monthly and probably only annually. In practice, the likelihood is that 
detailed parliamentary scrutiny of individual public service provision budgets 
would occur on a cyclical basis. 


3.2.6 Internal and External Audit 


Whether PFA/IC or PFM/IC exists there is an important role for internal 
audit. Internal audit should identify and suggest remedies to address control 
weaknesses. The potential weaknesses depend upon whether control is cen- 
tralised or decentralised, as the IMF paper referred to above has identified. 
However, realistically, if control weaknesses are extensive with PFA/IC because 
of a divided responsibility between a ministry of finance and a line organisa- 
tion or a lack of interest or involvement in financial, budgetary, and other 
controls by line ministry administrators, the likelihood of internal audit being 
effective will be limited, even where the internal auditor may report directly 


"UK House of Commons Liaison Committee Parliament and Government Finance: Recreating 
Financial Scrutiny: Second Report of Session 2007-08: https://publications.parliament.uk/pa/ 
cm200708/cmselect/cmliaisn/426/426.pdf#:~:text=The%20principles%20which%20should%20 
underlie%20the%20Government%E2%80%99s%20financial,an%20assessment%200f%20the%20 
quality%20o0f%20financial%20management. 


3 https://www.oecd.org/governance/budgeting/Best%20Practices%20Budget%20 Transparency%20-%20 
complete%20with%20cover%20page.pdf. 
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to the political head of the organisation. This also suggests that changing to 
PFM/IC could enhance the effectiveness of internal audit because of the clear 
focus of responsibility for the operational effectiveness of all controls would 
be the responsibility of the head of operational management. But then that 
raises the question of to whom the internal auditor should report? With PFM/ 
IC the more appropriate reporting line would be to that head of operational 
management, rather than to the political head. (This question of reporting for 
internal audit is discussed elsewhere in this guide, see Chap. 7.) Another fac- 
tor affecting the quality of internal audit will be the relationship with and 
attitude of the external auditor. External auditor support for the internal audit 
in some countries will be essential in developing internal audit quality and 
independence. The development of PFM/IC also creates greater opportunity 
for the internal auditor to undertake value for money audits, partly because of 
the financial and performance information which becomes available and 
partly because the managerial orientation that would be required of manage- 
ment should encourage such an audit approach. The same would also be true 
for external audit which has an increasing focus upon audits which address 
the issue of public value through performance audits. 


3.2.7 Consequential Features of PFM/IC That Do Not Exist 
with PFA/IC 


"There are consequential features of PFM/IC which do not exist, and usually 
cannot exist with PFA/IC. One important feature in securing the achieve- 
ment of objectives is the development of risk management, that is the identi- 
fication and management of those risks that will affect the achievement of the 
objectives and performance standards and performance objectives of the 
organisation. Another is that to be confident of achieving objectives managers 
must engage in strategic and business planning. Such planning will help man- 
agers identify the practicality of achieving the objectives of the organisation 
within the financial constraints that will inevitably exist, not only within the 
budgetary period but also over time, the length of time depending upon a 
particular service. A usually completely overlooked feature of PFM/IC, is that 
management should be always concerned with the longer-run financial resil- 
ience of the organisation. This is not simply, as has been indicated previously, 
a matter of preparing, say, 3-year medium-term budgets but of looking much 
further forward and assessing the impact of current policies and investment 
decisions as well as external factors (such as demographic changes) upon the 
possible future financial resources of the organisation. 

Each of these features of PFM/IC is addressed in detail in later chapters of 
this guide. 
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3.3 Summary 


Before PFM/IC is developed there should be in existence, as emphasised pre- 
viously, a robust PFA/IC. The principal differences between them are: 


1. 


Responsibility for detailed control of expenditure is shifted with PFM/IC 
from the ministry of finance to line ministries. (This can include ‘person- 
nel’ controls as well.) 


. The focus of control with PFA/IC is on financial inputs whereas with 


PFM/IC control should incorporate the achievement of objectives and 
performance standards and performance objectives as well. This in turn 
provides an encouraging environment for the development of value for 
money (performance) audits by both internal and external audit. 


. The budget structure with PFA/IC will be designed to meet the needs only 


of the ministry of finance with little or no regard for line ministry manage- 
rial needs. With PFM/IC the budget structure must meet the needs of 
both the ministry of finance and the manager. 


. Controls over second-level organisations are likely to be weaker with PFA/ 


IC than with PFM/IC. 


. With PFA/IC there is not the same possibility of achieving efficiency and 


effectiveness (no matter what laws and regulations say on achieving these 
characteristics). 


. PFM/IC is consistent with the development of a ‘managerial culture’ and 


raised financial awareness amongst managers. 


. The development of PFM/IC offers the potential to improve the quality of 


budgeting. 


. Managerial effectiveness with PFM/IC depends also upon the existence of 


a high quality of relevant financial information, such as information about 
cost drivers and cost centre analyses, not normally required with PFA/IC 
together with the existence of strategic and business planning as well as 
long-term financial planning. 


. With PFM/IC there is a greater opportunity to develop effective parlia- 


mentary scrutiny. 


Annex: A Detailed Comparison of PFA/IC 
and PFM/IC 


The chart set out below compares different aspects of public financial admin- 
istration and public financial management. 
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The Practical Steps for Initiating 
a Successful PFM/IC Reform 


This chapter looks at the practicalities of introducing PFM/IC. It sets out a 
series of tests that should be applied before adopting and applying the reform. 
It also suggests that an initial study is carried out to assess whether a govern- 
ment is really willing and able to undertake the scale of the reform necessary 
to apply PFM/IC. The chapter builds upon the discussions in previous chap- 
ters but focuses on the practicalities of successfully achieving change and the 
consequences when this is only partially realised. 


4.1 This ls a Management Reform! 
4.1.1 The Managerial Impact 


Government is about hard policy choices and those choices are bound to attract 
criticism from those who are adversely affected. Given the increasing signifi- 
cance of public expenditure and the impact upon individual lives improving 
the quality of the management and delivery of public services, that is improv- 
ing public value, is essential. PFM/IC is an important contributor to achieving 
that objective. Simply regarding PFM/IC as a technical financial reform focus- 
sing on the arrangements for financial and budgetary control will not deliver 
that contribution. In the previous chapters the argument has been that not 
adequately considering the substantive management reforms that must accom- 
pany the technical financial reforms which are part of the PFM/IC reform will 
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prevent the achievement of the benefits of the reform and will probably add to 
costs. The overall purpose of the PFM/IC reform is to deliver better quality 
public services, to make better use of public money and assets and to ensure 
that income generating policies achieve their objectives. This reform also aims 
to ensure that both expenditure and income are efficiently and effectively man- 
aged. The reform can be summarised as aiming to achieve six purposes: 


1. To facilitate the delivery of the government’s policy and the associated 
objectives (and the equivalent for local government). 

2. To ensure that public organisations deliver the relevant policies and objec- 

tives in a manner that is both efficient and effective. 

To ensure that public funds and assets are used only for public purposes. 

To secure the long-run financial resilience of public organisations. 

To improve the quality of public governance. 

To improve accountability of public organisations both internally to higher 

levels of management and externally to third parties and not least to 

parliament. 
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Achievement of these six purposes provides the basis for judging whether the 
reform has been successful. Quality management, including leadership, is 
central to this. Leadership means that the top and senior political and 
appointed officials are committed to and actively support the reform. Local 
ownership is also very important. 

Introducing PFM/IC is a major reform. As has been pointed out in the previ- 
ous chapters, PFM/IC can impact radically on the roles of elected and appointed 
officials. The extent of the change depends upon the present organisational 
arrangements. It may also lead to questions about the shape of the government 
organisation. Elected officials area of responsibility should be to concentrate on 
the development of policy and the strategy for the implementation of policy. 
Appointed officials, the civil and local government service responsibility, is that 
of operational management, that is, ‘delivery’. To achieve effective policy devel- 
opment though, cooperation is required between operational and political 
management. A role of the operational management is to assist the politician 
turn political ideas into deliverable public services and activities. 

Decisions about policy determine the objectives the political head of an 
organisation (a ministry or a local government) wishes to achieve. This will 
affect the management structure of an organisation and the range of staffing 
skills required. Clarifying objectives therefore may well raise questions about 
the appropriateness of the present organisational structure. The head of opera- 
tional management should be responsible for determining the most 
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appropriate structure to deliver the objectives. This though may be in consul- 
tation with the political head of the organisation. 

Many of the most difficult problems that governments have to address cannot 
be solved by a single ministry or within a single year and decisions made by one 
ministry can have impacts upon other ministries and public organisations. They 
require cooperation between ministries and between different types of organisa- 
tions, such as central ministries and local governments and sometimes private 
organisations. For example, homelessness cannot be solved simply by making 
more accommodation available and therefore be a sole responsibility of a minis- 
try responsible for housing. Or again, solving a drugs problem is not simply a 
function of the justice system. Consequently, a focus on objectives will require a 
capacity for politicians and the officials responsible for operational management 
to cooperate across organisations to provide solutions, and this in turn requires 
a flexibility of approach to budgeting and to financial and performance report- 
ing arrangements. Effective cooperation may require budget sharing and as has 
been shown earlier this can be very difficult to achieve without a determined 
‘whole of government’ approach. The complex nature of many problems that 
the public sector is required to address does mean that thought should be given 
to the longer term financial consequences in managing these problems. Very few 
problems can be addressed within a single budgetary year or even over amedium- 
term budgetary cycle. As has been explained in the previous chapter this means 
much more than simply thinking about the current and medium-term budgets. 

Devolution of operational management to the civil or local government 
service is a feature of PFM/IC but coupled with managerial accountability. In 
reality as this guide shows, it will not be feasible for operational management 
to be retained by the political level and at the same time implement PFM/ 
IC. This is because of all the managerial features of PFM/IC. It requires the 
development of competent professional managers and, where appropriate, 
managers with specialist knowledge and experience. The search for efficiency 
and effectiveness requires the creation of opportunities for the exercise of 
managerial discretion. That discretion is necessary to enable managers to 
experiment with alternative solutions to problems, but they can only do that 
if financial analytical information is available coupled with performance 
information. In some circumstances the approval of the political management 
may be required to alternative operational solutions, but there will be many 
circumstances where operational managers should use their own initiative to 
achieve greater efficiency and effectiveness in the delivery of objectives and in 
the day-to-day management of public services. 

To achieve these benefits the civil or local government service must be well 
organised. That means, as is shown in Chap. 14, that the organisational 
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arrangements essentially follow the principles of bureaucracy specified by 
Max Weber! and then are adapted to a managerial style of public organisation. 

The characteristics of an appropriate modern civil service organisation 
should include the following: 


(i) 


Defined objectives and performance standards and performance 
objectives. 


(ii) A strong managerially trained leadership with the authority to drive the 


(iii) 


organisation to meet its objectives, performance standards and perfor- 
mance objectives expressing core values based upon the needs of the 
client/customer. 

Effective governance arrangements. 


(iv) A powerful financial leadership (finance director type role), focussed 


(v) 


upon achieving objectives efficiently and effectively with an aim of 
improving productivity and ensuring that all public resources are either 
properly utilised or disposed of and that regard is had to the long run 
financial resilience of the organisation. 

The management being responsible for internal control and the applica- 
tion of those external controls that would with PFA/IC have been 
directly implemented by external organisations, such as the ministry 
of finance. 


(vi) A budgetary system which provides to managers the information they 


require as well as the information that the ministry of finance requires. 


(vii) A stable budget for the organisation, including also stable funding of 


that budget during the year with the actual cash funding to an agreed 
timetable, so that managers can plan with certainty recognising that this 
may not always be possible in all circumstances. 


(viii) A financial and management accounting system which provides manag- 


(ix) 
(x) 
(xi) 


(xii) 


ers with the financial control information and the financial analytical 
information managers require, such as cost centre and cost driver 
information. 

A financially aware management. 

A management trained in managerial concepts. 

Managers having the discretion to make decisions about how to achieve 
their objectives and therefore how to utilise the resources available to them, 
or in some instances to dispose of those resources such as redundant assets. 
Individual managers being accountable for their achievements in terms 
of objectives and performance standards. 


"Max Weber: a German-born sociologist and political economist who developed a theory of bureaucracy. 
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(xiii) An external organisational control focus upon accountability for the 
achievement of the organisations objectives and performance standards, 
efficiently and effectively and within the relevant laws and regulations. 


Each of these characteristics is addressed in the chapters of this guide. 

As these characteristics indicate, operational managers should be account- 
able for their actions and for the performance that has been achieved. 
Accountability will be from lower to more senior levels of operational man- 
agement and ultimately to the political levels of management and from them 
to parliament and the consumer/user of public services. 

In some countries, as has been mentioned previously, extensive use is made 
by first-level organisations such as ministries and local governments, of 
second-level organisations whose objectives are intended to deal with specific 
problems. The first-level organisation must remain in effective control of a 
second-level organisation and should determine its objectives, performance 
standards and governance arrangements. This is essential, otherwise a second- 
level organisation will develop its own objectives and policies and make coor- 
dination between the first- and second-level organisation difficult. The 
introduction of PFM/IC should generate a discussion about the need for and 
the role and management of second-level organisations (see Chap. 12). 

The need for coordination may also generate a challenge to other public 
financial management reforms such as programme budgeting where very 
often programmes are built around individual ministries and are designed to 
deliver the specific objectives of individual ministries, rather than around the 
problems that governments, as a whole, are aiming to address. 


4.1.2 The Benefits of the PFM/IC Reform 


The politician and the senior civil and local government officials should be 
aware of and seek to make use of the benefits that the policy of applying PFM/ 
IC at all levels of government make possible. These benefits can be sum- 
marised as follows: 


e ‘The potential for an improved quality of policy making. This is because of 
the additional information that becomes available to operational manage- 
ment and hence the quality of the advice that operational management can 
provide to the political level of management. 

e Greater discretion available to managers to make decisions about the utili- 
sation of public resources to achieve objectives and performance standards 
and therefore provides an opportunity to build managerial capabilities. 
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This in turn reflects in the advice available to the political level of 
management. 

s ‘The better use of public resources through greater efficiency and effective- 
ness generated by better quality management who in turn should have 
available to them a wider range of information to enable them to make 
decisions. 

ə A better quality of governance, which is very important not only to ensure 
that decisions are properly made but also to ensure that all factors are fully 
taken into account in decision making. 

e A public service that is more immediately responsive to public service user 
needs not least though a continuing search for effectiveness, that is essen- 
tially what the service user requires. 

e A greater chance of achieving the governments and organisation’s objec- 
tives and performance standards because a key management focus has to be 
on objectives and performance standards. 

e More effective political control of the public administration because elected 
representatives have the opportunity to focus upon policy and strategy, the 
setting of objectives (and performance standards and objectives) and opera- 
tional management performance without becoming engaged in the detail 
of operational management. 

e More effective parliamentary control because parliament should have avail- 
able to it more detailed information linking budgets and objectives with 
the opportunity to challenge the exercise of discretion by line ministry and 
other public organisation managers through financial scrutiny processes. 

e Greater transparency being achieved through improved accountability 
arrangements not only to parliament but also to civil society. 


These benefits are discussed in more detail in Chap. 10. 


4.1.3 Control 


Where the focus is simply upon budgetary and financial control maintaining 
that control, as required with PFA/IC, can be a relatively simple exercise. It 
does not require a sophisticated management, but with PFM/IC delivering a 
service and achieving an objective efficiently and effectively, does. Therefore, 
politicians and senior civil and local government officials in considering this 
reform need to question the quality of the managerial arrangements with hon- 
esty and openness. Success with the reform depends heavily upon the quality 
of management and whether the present managerial arrangements are fit for 
purpose or not? To answer this question politicians and civil and local 
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government officials should consider not only the role of other civil and local 
government officials, but their own roles as well. Answering this question 
challenges how elected officials perform their responsibilities as well as 
appointed officials. 

Financial and budgetary control, which is the focus of pre-PFM/IC policies, 
is not management. Certainly, financial and budgetary control are an essential 
precondition, a building block, in the process of establishing efficiency and 
effectiveness in the achievement of objectives. If, though, a ministry of finance 
or an organisation responsible for personnel controls tries to maintain exactly 
the same form of control with PFM/IC as it traditionally has, what it is likely 
to do is to actually prevent the development of PFM/IC. The approach to 
financial and budgetary control must change to reflect the managerial environ- 
ment then applying in line ministries and other public organisations. 

PFM/IC will also require the deployment of new skills, both financial and 
managerial skills. This will mean that considerable effort will need to be 
devoted to training and the practical development of both sets of skills in ‘real 
life’ situations. The training that is required is not simply technical training 
but very importantly should include the development of managerial skills 
which are essential to the development of a quality civil and local government 
service. How the operational management is appointed depends upon the 
arrangements in a particular country, but the underlying theme should be 
that such officials should be appointed on merit. A statement about the 
appointment of civil servants setting out 14 principles has been issued by the 
OECD? and SIGMA has published a set of ‘Principles of Public Administration” 
which are discussed in detail in Chap. 14. These provide guidance to countries 
introducing PFM/IC on the professionalisation of public service manage- 
ment, but they also demonstrate how important is the integration of PFM/IC 
reform with public administration/civil service reform. 


4.1.4 The Timetable for the Reform and the Role 
of Parliament 


The full requirements of the reform cannot be accomplished quickly or even 
comprehensively across the public sector, except possibly in the smallest of 
countries. Where a country is decentralised with powers devolved to regions 
and local governments the time taken to undertake a comprehensive reform is 
likely to be even longer. This is not simply a matter of introducing new laws 


7 OECD, Recommendation of the Council on Public Service Leadership and Capability, OECD/ 
LEGAL/0445: 2019. 
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and regulations, although this is likely to be part of the process, and then 
assuming that because such laws and regulations exist, they will be obeyed. (In 
the experience of this author this is how officials in some countries have 
reacted to the introduction of PFM/IC, largely because they have seen it sim- 
ply as a technical reform.) 

Treating the reform as a technical reform or even as a managerial reform 
does not necessarily consider the development of external accountability and 
in particular to parliament. In no policy papers seen by this author has the 
impact upon parliamentary accountability been discussed. Yet parliament 
through the development of PFM/IC should have a greater ability to review 
how decisions have been made and the factors that have been taken into 
account. In particular an issue that should be considered is the extent to which 
the budget should incorporate information about performance indicators and 
other managerial objectives (see Chap. 3). 

As has been explained previously in Chap. 2, parliament ought also to be 
involved with the reform from the outset. It should be asked to approve the 
policy and its purpose. It should approve the timetable and proposals for the 
staging of the reform. It should also hold ministers, and in particular the min- 
ister of finance, to account for the achievement of the timetable and the objec- 
tives of the reform, including the benefits. In this sense parliament should act 
as a driver of the reform. 

Countries are often under pressure from external organisations to intro- 
duce this reform, but such organisations seem to focus only on the technical 
aspects of the reform overlooking the managerial context. Yet whether this is 
an appropriate reform for a country depends upon the political, cultural and 
operational circumstances prevailing in a country and its willingness to under- 
take the scale of the reforms needed. To assist a country in making this deci- 
sion a series of tests have been developed (set out below) which should be 
applied by those seeking to apply the reform. 

Countries also tend to want to undertake this type of reform when there is 
a crisis. But that is often the worst time to do so because there are immediate 
pressures for results and yet as has been shown a PFM/IC reform is a long- 
term reform and managerial change often takes several years to become 
embedded. A much better approach would be to plan for and apply the reform 


in a more normal situation. 
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4.1.5 The Tests That Can Be Applied to Assess 
the Feasibility of the Reform? 


Based upon the experience of this author, those governments contemplating 
the introduction of PFM/IC ought to apply the following tests to establish 
whether this is a feasible reform given the circumstances of the country. This 
would be a novel approach, but if the requirements identified in these tests 
cannot be met, the likelihood is that the reform will not be successful. Most 
of these tests cannot be met immediately. The aim should be to ensure that 
over time they can be. 

Success should be measured by the extent of the achievement of the bene- 
fits of the reform. Success should not be judged by the existence of the bureau- 
cracy associated with the reform: that is no test, although, in the experience of 
this author, that is the judgement that is often made. 

The tests, and there are nine, reflect the political and senior official ‘will’ 
that is required to achieve the substantive change process that results in suc- 
cess and for the benefits to be fully achieved. They are separate from the struc- 
tural systems and processes that provide the platform upon which PFM/IC 
can be built. Each test is individually important but a failure to meet one or 
more of the tests would not necessarily be fatal, apart from tests 1 and 2, but 
it would make the achievement of the benefits of the reform much more dif- 
ficult. However, the experience of this author is that some form of these tests 
is rarely, if ever, applied. The assumption appears to be made that because 
PFM/IC represents ‘international best practice’ almost by definition, if the 
bureaucracy associated with PFM/IC is introduced, it will result in the 
removal of deficiencies that presently exist. It will not! 


Test 1 Js the present system of public financial administration and external con- 
trol robust? 


This first test should be to assess the current strength of the present system 
of public administration and control (i.e., some form of PFA/IC). Does it 
suffer from those weaknesses identified in previous chapters? This is a crucial 
test. If this test is failed, then no further substantive progress can be made. The 
remedy is to ensure that this test can be met by strengthening the present 
system. This is because the change to PFM/IC shifts responsibility for budget- 
ary and financial control from an external control, essentially by a ministry of 
finance, to an internal control by the managers of a public organisation. The 


> These tests have been developed by this author and are based upon the analysis contained in this guide. 
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risk, if this test cannot be met, is that the ministry of finance loses control of 
the finances of the government and this is too great a risk. 

In Chap. 1 the distinction between external control (i.e., by a ministry of 
finance or other ministries external to the organisation concerned) and inter- 
nal control (i.e., by the management of the organisation itself) was identified, 
and in Chap. 3, the differences between public financial administration and 
public financial management were described. Only when weaknesses in the 
present controls have been removed should the introduction of PFM/IC be 
commenced. Unfortunately, in many countries in the experience of this 
author, this test is not considered. 


Test 2 Ls there the recognition and acceptance by the government that PEM/IC is 
primarily a management reform and that its introduction will have an impact upon 
the allocation of responsibilities for operational management between the political 
and the official levels of management. Coupled with this are top operational manag- 
ers (state secretaries and others) willing to accept the additional responsibilities and 
be prepared to fully support implementation? This also creates an opportunity to 
increase parliamentary accountability and is that recognised as acceptable? 


This is a critical test because it asks if the government and the top opertional 
management is willing to accept that PFM/IC involves significant managerial 
changes and the enhancement of accountability to parliament. This test strikes 
at the heart of the custom and practice often existing within a country. The most 
important change that is likely to be required affecting the political level of man- 
agement will be to separate most decisions about operational responsibility for 
the day-to-day delivery of services from responsibility for the development of 
policy towards the delivery of those services and the oversight of the quality of 
service delivery. Responsibility for operational management would become a 
civil or local government service responsibility and policy, strategy and oversight 
would be a political responsibility. (There may be some exceptions to this general 
rule and these are discussed in Chap. 14.) Parliament also has a greater potential 
opportunity to assess managerial performance in the delivery of objectives and 
performance standards. The analysis of the PFM/IC reform contained in this 
guide as indicated above shows that in practice, given the additional managerial 
activities that PFM/IC imposes upon a manager and the experience and training 
required to undertake those responsibilities, continued political management of 
most operational activity would be most unlikely to be successful. 

There are potentially significant cultural implications that may make this test 
difficult to address. It can also raise the question of ‘trust’. The tradition in many 
countries is that an election gives to the elected officials authority to make all 
decisions and, as is pointed out elsewhere in this guide, that for some, unless 
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elected officials have that power to make all decisions they do not feel in full 
control. That power to make all decisions, no matter how trivial, creates an illu- 
sion of control. An important activity in the establishment of PFM/IC is to 
encourage elected officials to recognise that PFM/IC is about the development 
of managerial professionalism. Elections give the elected official an implicit 
mandate to put into effect the policies that they have been elected to pursue. The 
emphasis is upon policies not upon detailed operational matters. A key question 
therefore is, is there the political will to accept the delegation of operational 
management to the civil and local government service? Is there also a corre- 
sponding willingness of the top operational management, not just in the minis- 
try of finance but throughout the central and local government sector, to accept 
and support the reform? Involved in this decision is this question of ‘trust’. Do 
the politicians trust the civil service and do the civil service trust the politicians? 

A consequence of this separation will be that the civil and local government 
service organisational arrangements may need to be restructured to accommo- 
date its additional responsibilities for operational management. For example, 
state secretaries, or equivalent, may need to be appointed with substantive 
executive authority over operational service delivery matters. Exactly where 
any boundary exists between decision making about operational matters and 
policy will be largely a matter for local decision based upon local circum- 
stances. The precise boundary between policy and strategy and operational 
management will also vary over time, with personalities and operational cir- 
cumstances. However, effective policy development depends upon an appre- 
ciation of the issues that will need to be addressed by operational management 
(emphasising the importance of cooperation between operational managers 
and those responsible for policy development), and not least the financial issues. 

Another objection to the reform may be that enhanced accountability to 
parliament thus allowing parliament to question in more detail the quality of 
management would be inappropriate. But then transparency and account- 
ability are essential to democratic control of government activity and can 
serve to support government in improving the quality of the management and 
hence delivery of the objectives efficiently and effectively. 

This test will indicate whether the government and top appointed manage- 
ment accepts that this is a managerial reform or sees it simply as a technical 
financial control reform. If the latter, either the government needs to be per- 
suaded otherwise or it should be made clear that the benefits of the reform 
will not be achieved. There is no point in spending public resources on intro- 
ducing the appearance of a reform that will have no substantive benefits and 
will add to costs. The possibility also exists that pressure will develop to mod- 
ify the cosmetics of the reform when there is a recognition that the benefits are 
not being achieved, and return to the status quo ante. 
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Test 3 Is the budget designed to facilitate the development of managerial objec- 
tives and if not, can it be? 


Because PFM/IC should be regarded as a management reform as well as a 
technical reform, the budget should be designed to make it possible for manage- 
ment to deliver its objectives (i.e., outputs) as well as to secure the control of 
inputs. Most budgets focus on inputs although the accompanying budget state- 
ments very often describe the broad objectives to be achieved. Budget structures 
generally are designed to largely meet the needs of the ministry of finance, rather 
than those of the operational manager. For PFM/IC to be effective an important 
budgetary reform should be to develop linkages between budgetary inputs and 
the outputs expected from those inputs. These linkages can only be developed 
over time, and the reorganisation of the budget structures to meet the needs of 
the manager should depend upon individual managerial requirements. To meet 
this test initially the ministry of finance should first acknowledge that budgetary 
reform is required and that it needs to occur as PFM/IC is developed. It should 
then cooperate with those responsible for the PFM/IC reform to ensure that the 
two reforms are compatible. Budgetary reform should also make possible the 
development of parliamentary scrutiny. However, the main concern with bud- 
getary reform should be to ensure that these three concerns are addressed: 


(i) For what purpose, or need, is the money to be allocated? 
(ii) How and where is it being spent? 
(iii) What is expected to be achieved? 


This may mean for some expenses, for example, such as personnel or property 
costs, that instead of such budget lines being consolidated, they are analysed 
over individual services or activities. This would have also the advantage of 
facilitating parliamentary scrutiny. 

A feature of management in some developing and transition economy 
countries is that a main activity of managers/administrators within line min- 
istries is to manage the delivery of public services within a context of unstable 
budgets or budgetary uncertainty with budgetary allocation shortfalls, often 
represented by a shortage of cash. Introducing PFM/IC in such circumstances 
is inappropriate. PFM/IC will do nothing to remove such problems. A key 
requirement of PFM/IC is the existence of a budget to which objectives and 
performance standards and performance objectives can be linked. This will 
facilitate effective management, and therefore, such budgetary and cash man- 
agement deficiencies need to be addressed before attempting to imple- 
ment PFM/IC. 
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Unfortunately, in the experience of this author, in no country has any con- 
sideration been given to the impact of the PFM/IC reform upon budgetary or 
cash management arrangements to meet either the needs of the manager or to 
facilitate improved parliamentary scrutiny. (See also tests 4 and 5.) 


Test 4 Zs there a willingness by the ministry of finance to accept that changes to 
the traditional budgetary and accounting arrangements will be required to allow 
for the development of managerial control by individual managers and for the 
development of management accounting, thereby allowing managers to deliver 
improvements in efficiency and effectiveness? 


The first change that will be required for effective management is that bud- 
gets will need to take into account not only the financial limitations but also 
the policy objectives, performance objectives and performance standards the 
government wishes to see achieved. These will also have to be cascaded down 
to each level of management. It is these factors which ought to determine the 
available budget to each manager, not simply last year’s budget plus inflation 
and then adjusted for the overall fiscal position. Therefore, if the financial ceil- 
ing is insufficient to facilitate the achievement of the desired policy objectives, 
performance objectives and performance standards one or other should be 
changed. The second change is that the traditional budget structure will not 
be analysed in a manner to meet the needs of the manager. (There is most 
unlikely to be any correspondence between the allocation of resources required 
for ministry of finance budgetary control purposes and the allocation of bud- 
gets for management purposes.) With PFM/IC a manager should know the 
total budget available to him/her (i.e., all budget headings) in order to achieve 
the objectives for which the manager is responsible for delivering. The man- 
ager should also be aware of those costs that are fixed and those that are vari- 
able and therefore those on which a manager can have an impact, sometimes 
short term and sometimes long term. This can be a particularly difficult analy- 
sis because some costs deemed to be fixed, although not in accounting terms, 
such as employee costs and some overhead costs, along with accommodation 
costs are, in reality, variable. To achieve efficiency a manager should be pre- 
pared to take on the challenge of questioning whether such costs are predeter- 
mined and necessary. For example, is it really necessary to occupy a particular 
building, or can the way in which the service is delivered be changed in order 
to increase efficiency or to take advantage of new technology or new ways of 
working using modern technology? 

Meeting managerial needs can become more difficult where, as in some 
countries, there is a separation between current and investment budgets with 
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the ministry of finance being responsible for the current budget and a separate 
ministry, such as a ministry of planning, responsible for the investment budget. 

In summary, with PFM/IC the budgetary analysis (and hence also financial 
accounting information) needs to serve at least two purposes: the interests of 
the ministry of finance and the interests of the manager. It may also need to 
address the specific needs of the parliament for parliamentary scrutiny pur- 
poses. This will mean changes in some countries where comprehensive bud- 
getary information is not available to the manager because some budgetary 
headings, as pointed out in the comments on test 3, such as personnel and 
overheads which can be regarded as ‘fixed’ costs, are not analysed over objec- 
tives but are held as centrally controlled budgets. 

Consequently, a further test associated with the change from an adminis- 
trative to a managerial culture is to recognise that budget structures required 
for managerial purposes, and indeed parliamentary scrutiny purposes, may 
require considerable reform. 

A further consequence of this is that where the manager is expected to 
deliver objectives and performance objectives and standards within a specified 
budget, the manager responsible should be committed to the delivery of those 
objectives, to the performance standards and to the available budget because 
otherwise that manager cannot be held to account. This may require changes 
to the consultation arrangements associated with budget preparation (i.e. the 
budget circular) with the manager being involved in detail in budget prepara- 
tion and agreeing that the available budget is sufficient to deliver the objec- 
tives and performance objectives and standards expected within a 
budgetary limit. 

Experience shows that ministries of finance can be reluctant to see different 
forms of budgetary analysis and accounting information develop. This may be 
a particular problem where ministries of finance have adopted ‘off the shelf’ 
commercial software packages. This is because such commercial packages can 
be difficult to amend to facilitate managerial needs as well as those of the 
ministry of finance. Ministries of finance may also fear loss of budgetary and 
financial control and a potential weakening of their ability to provide interna- 
tionally required statistical information. They may also be driven by a concern 
that they cannot trust other public organisations to properly control costs. Or 
as was pointed out by De Geyndt (see Chap. 1), central bodies can be unwill- 
ing to see changes which would affect their apparent authority. The result may 
be inappropriate budgeting and a budget which is incompatible with manage- 
rial objectives. 

In general, changes to the arrangements for budgetary and financial analy- 
sis are not considered as one of the consequences of the introduction of PFM/ 
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IC. However, they are essential if managers are to deliver objectives, perfor- 
mance standards and objectives and efficiency and effectiveness. If a ministry 
of finance is unwilling to accept the need for such changes, this will make 
difficult, if not impossible, the achievement of the benefits of PFM/IC. 

(Some argue that a ministry of finance and the manager should be con- 
cerned not with outputs but with outcomes. However, outcomes are even 
more difficult to define and to manage than outputs, not least because the 
factors affecting outcomes are often not under the control of the manager and 
they are likely to take many years to realise.) 


Test 5 Zs there the recognition by the ministry of finance that traditional budget- 
ary, cash flow and personnel controls exercised by central ministries may need to 
change as may the virement control arrangements to accommodate the responsibil- 
ity of managers to deliver improvements in efficiency and effectiveness? 


A key feature of a managerial culture is that managers have the freedom to 
develop initiatives to ensure that they can deliver objectives and performance 
standards along with improvements in efficiency and effectiveness. In practice 
this means that managers need the discretion to make changes to the alloca- 
tion of resources. 

Consequently, a managerial culture does mean that the traditional detailed 
control exercised by ministries of finance and by the ministry or department 
responsible for personnel management will require reform. Unless these min- 
istries accept that discretion is needed line ministry management will not be 
able to take advantage of the managerial opportunities that the adoption of 
PFM/IC generates. Consequently, the controls exercised by the ministry of 
finance should also be reformed taking into account not only the control of 
expenditure (i.e., inputs) to a control based upon the achievement of objec- 
tives (i.e., outputs). A managerial capacity to develop initiatives may affect the 
timing of expenditure as well as the detail of expenditure, and this could also 
mean that cash flow control may also require review. Similar points apply to 
the central organisation responsible for personnel controls. Improvements in 
efficiency and effectiveness are not achieved simply by exercising financial and 
budgetary control or even by requiring that the lowest tender is always the one 
to be accepted, although this is sometimes how improvements in efficiency 
are defined. A consequence of the reform, therefore, is likely to be that line 
ministries will require considerable freedom about how they organise, direct 
and manage the resources put at their disposal through the budget process. 
Without that if a ministry of finance or the organisation responsible for per- 
sonnel control seeks to continue to exercise control through detailed 


134 N. Hepworth 


regulation requiring it to approve all changes, in effect that shifts responsibil- 
ity from the line organisation manager to those central organisations who 
effectively become the decision makers. This is not to argue that such controls 
should be totally removed but it does mean that the way in which they are 
exercised may need to be changed. In other words, the introduction of PFM/ 
IC should cause countries to review the way in which such central controls are 
applied. If a ministry of finance (and any other central organisation) is not 
willing to change their approach, the benefits of PFM/IC are unlikely to 
materialise, or at least fully materialise. 

A ministry of finance or the organisation responsible for personnel controls 
therefore should change their approach to control from detail to focus on 
developing policy guidance about the types of transactions or personnel poli- 
cies which they feel they ought to be consulted about, that is, a shift to a 
strategic form of control allowing the development of a managerial capacity. 


Test 6 Ls a reform of the civil and local government service responsibilities and 
organisational structures (public administration reform) also being undertaken 
and is this review compatible with the requirements of the PFM/IC reform? 


Following on from test 5, whilst the PFM/IC reform has significant man- 
agement characteristics, that reform on its own cannot drive public adminis- 
tration reform. That drive needs to come through an overall review of how the 
civil and local government service operates, that is, its responsibilities, man- 
agement structures, leadership arrangements and the relationships with the 
political level of management. Public administration reform will also need to 
prepare the civil and local government service to take on the leadership, oper- 
ational management and other responsibilities that the PFM/IC reform will 
require the civil and local government service to absorb. There is no feasible 
option for those involved in the PFM/IC reform but to ensure that a compre- 
hensive management reform is compatible with the managerial reform 
requirements of PFM/IC. Success in improving the quality of public services 
depends very heavily upon the quality of management. 

An essential feature of the reform therefore will be that the PFM/IC and 
public administration reform programmes are fully coordinated and are devel- 
oped in parallel. The initial focus of the public administration reform should 
be to facilitate the separation of operational management from policy and 
strategy development responsibilities and to facilitate the development of 
management structures (see also test 7). What should not happen is a public 
administration reform that seeks to specify in detail how each ministry and 
other organisation should be structured and the different categories of official 
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that should be employed. The person who is the head of operational manage- 
ment should have sufficient authority to determine the actual management 
structure within the organisation for which he/she is responsible. 

Coordination of the PFM/IC and public administration reform programmes 
is not an activity that usually occurs. Both reform programmes are usually con- 
sidered separately, and this is because the PFM/IC programme is simply 
regarded as a technical reform. But without that coordination, which has the 
practical effect of bringing finance into the management processes, the benefits 
of the PFM/IC reform will not be achieved. Therefore, can this test be met? 

Associated with this test will be the need to establish an effective manage- 
rial control over second-level organisations. Not only will that mean the prep- 
aration of agreements setting out the objectives and performance criteria for 
such organisations and that such agreements are regularly reviewed, but also 
the first-level organisation having a capability to determine and systematically 
monitor the policies and performance of the second-level organisations it is 
responsible for. 


Test 7 Aze the arrangements for the management and motivation of civil and 
local government officials consistent with the need for them to take on the respon- 
sibilities of management including taking initiatives and making judgements? 


Central to the successful application of PFM/IC are ‘people’ and their 
motivation. The reform is not simply about systems and technical ‘fixes’. 
Systems and technical ‘fixes’ must be applied by people, that is, by the civil 
and local government service officials. With delegation and managerial 
accountability, an important consideration should be the motivation of civil 
and local government service officials to make judgements and to take deci- 
sions, that is, their engagement in the business of the organisation. This is not 
just a matter of training in the techniques and technical ‘fixes’, important 
though these may be, but it is also about culture and management: how to 
develop and direct organisations to achieve whatever it is they are expected to 
achieve and to do so in a manner that has regard to the public interest. This 
requires rather more than training but an investment in the development of 
civil and local government officials as managers and leaders. This involves the 
linking of theoretical training with problem solving as well as developing 
those skills that a manager requires. Such development training would include, 
for example, the transition from administration into management; an appre- 
ciation of the different management styles; communication and interpersonal 
skills; building teams and focussing on organisational goals; developing lead- 
ership skills, building relationships with ministers and mayors; effective policy 
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making; as well as establishing an understanding of the tools, techniques and 
concepts of good financial management. This also emphasises the significance 
of the role of the head of the civil or local government service in an organisa- 
tion and how that person exercises his/her leadership role. 

The development of an effective management starts with the head of the 
civil or local government service in an organisation and then throughout the 
organisation. Management training is important because it involves planning 
and goal setting and creating a vision for the organisation. It requires the 
interpretation of the political objectives and putting them into a form that 
will be operationally practicable, along with motivation of staff to execute the 
operational plans. Staff management and motivation are also especially impor- 
tant (see test 8). Effective management creates a direction for the organisation 
and communicates the vision internally and externally to the different 
stakeholders. 

To achieve this, though, requires the recognition by elected officials of the 
need for the motivation of the civil or local government service officials. With 
PFM/IC the role of the civil and local government service is enhanced. No 
matter how good the management and technical training, if officials feel frus- 
trated or if they feel they have no effective authority, this will adversely affect 
their performance. “Effective government agencies have high levels of motiva- 
tion among their members, including high levels of public service motivation, 
mission motivation, and task motivation.”* Many of the reforms implemented 
in the public sector such as PFM/IC are likely to affect the incentives that 
influence motivation and thus affect individual and organisational perfor- 
mance. “Employees are an important ingredient in determining the quality, 
effectiveness and responsiveness of public services, especially when financial 
resources are scarce or there are novel challenges to face. How they think and 
feel about their jobs and working conditions inevitably affects the way they 
carry out their tasks (Rainey & Steinbauer, 1999).”> Much depends upon 
local circumstances but in introducing PFM/IC regard should be had to such 
factors because the introduction of a managerial work ethic is a significant 
reform and therefore regard should be had to those factors that inhibit perfor- 
mance. Motivation is not necessarily simply a function of pay and other 
financial rewards, although especially for specialist skills competitive pay 
should be offered. Motivation can be a function of a wide range of factors 


‘Rainey and Steinbauer (1999) Galloping Elephants: Developing Elements of a Theory of Effective 
Government Organizations: /Journal of Public Administration Research and Theory Jan 1999, p. 23. 

5 Quoted by Wouter Vandenabeele & Chris Skelcher: Public Money and Management: Public service 
motivation—practical problems, scientific evidence and the role of a research community: Ps. 321-327: 
July 2015 Pages 321-327 | Published online: 03 Jul 2015. 
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including the nature of the work, the effectiveness of the activity, the oppor- 
tunities for preferment.” 

The question that then arises is who is to be responsible for civil service and 
local government staff management and motivation within organisations? 
Given that delegation of operational management should occur, responsibil- 
ity ought to lie with the head of the operational staff of an organisation such 
as the state secretary or the equivalent in local government. This is a question 
that ought to be addressed with the introduction of PFM/IC, but no evidence 
has been seen that it actually has been considered in countries introducing 
PFM/IC or in the relevant literature. Yet quality staff management and moti- 
vation is highly desirable, indeed essential, for successful management. (A 
reality that will need to be considered is that career development in many civil 
services is not affected by success or failure in meeting objectives but the 
development of a managerial performance-oriented culture, ought over time, 
at least, to challenge this reality even if it means allowing preferment to those 
with new ideas and able to develop and deliver new initiatives.) 


Test 8 Js there a willingness to rethink the penalties and sanctions and the 
arrangements for the discipline of civil and local government officials? 


In many transition and developing country economies, the disciplinary 
penalty and sanction arrangements, whether imposed upon civil and local 
government officials through the budget law or in other specific laws, are 
often designed to reflect the legalistic and authoritarian nature of the public 
administration regime that exists or has existed in the recent past. The aim is 
to achieve strict adherence to the laws, rules and regulations with little or no 
scope for the exercise of judgement. These disciplinary and sanction arrange- 
ments are often reinforced by specific inspection arrangements. They tend to 
impact more heavily upon lower level officials than upon either elected offi- 
cials or senior appointed officials. A primary aim of such sanctions and disci- 
plinary arrangements is often to reduce the risk of decisions being made that 
might cause budgetary constraints to be ignored or avoided or to minimise 
the risk of fraudulent or corrupt activity. Introducing PFM/IC places more 
responsibility upon officials to make decisions, and making decisions involves 
risk. Delegation of operational management will not be effective if those offi- 
cials remain concerned about how the system of sanctions and discipline may 


“There are many publications on staff motivation and, for example, see those of Neel Doshi and Lindsay 
McGregor. Pay is not necessarily a factor and what can be of significance are, for example, the quality of 
the job, the ability of the employee to engage with all aspects of the job, the corporate culture and 
leadership. 
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adversely affect them. In some countries the legal code affecting the way in 
which civil and local government officials undertake their responsibilities has 
provisions for sanctioning them for what may be vague offences such as, in an 
example from one country, ‘exceeding competences’ and ‘criminal indiffer- 
ence’. In practice such provisions may be only rarely applied but the fact that 
they exist creates a perception that they can be used and this can cause officials 
to rigidly limit their activities and to avoid taking any risks by referring all 
decisions upwards. This discourages even senior officials as well as middle and 
lower level managers from taking risks or rethinking how public services 
should be delivered. Yet PFM/IC is about how public officials make decisions 
about the utilisation of resources to deliver public services efficiently and 
effectively and at the same time achieve their objectives within what can be a 
changing and challenging operational environment. With the delegation of 
operational management, operational managers (who ought to be the civil 
and local government officials) need to exercise judgements: that is what mak- 
ing decisions is all about. As any judgement involves risk and particularly 
where public services have a direct impact upon individuals who may object, 
officials, who have been traditionally risk averse, may have difficulty in accept- 
ing the responsibilities associated with a PFM/IC regime. 

What this means is that where such a traditional legal and disciplinary 
framework exists, the introduction of PFM/IC will require change to avoid 
inhibiting management action by the operational managers. Without a reform 
which recognises the significance and consequences of devolving operational 
management responsibilities, the operational environment will discourage 
operational managers from taking those actions which will deliver more effi- 
cient and effective public services as well as those actions which will secure the 
delivery of objectives and performance standards. 

A feature of introducing the PFM/IC reform, therefore, should be a review 
of the penalties and sanctions regime which can have a critical bearing on 
organisational performance. Is there a willingness to undertake such a review 
and if not the managerial reforms which PFM/IC envisages will be difficult to 
introduce? 


Test 9 Does the ministry of finance recognise that to secure success in the establish- 
ment of a managerial culture both it and the ministry responsible for civil or 
public service reform will require that they are able to provide a high quality of 
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advice and support to line ministries that will complement the development of 
PEMI/IC? This will mean that the role of a ministry of finance will need to change 
to become much more supportive than simply acting as a controller’. 


The main gains from this change will be a management focus upon the 
achievement of objectives, standards of performance and efficiency and effec- 
tiveness, that is, outputs as well as inputs. In other words, a better use of 
public resources. Consequently, there will be a much greater emphasis upon 
developing financial awareness, an awareness that goes well beyond knowl- 
edge of budgetary limits and financial control processes. That gain will only 
occur with the active and ongoing encouragement and support from the min- 
istry of finance. With PFM/IC former administrators will be operating in a 
managerial environment, and this does mean changing the whole culture of 
the organisation including at the lower levels of staffing. This will require a 
radical change of approach in how the civil or local government service oper- 
ates. The focus upon achieving outputs and doing so efficiently and effectively 
represents a very different approach from a traditional administrative approach 
dominated by concerns about budgetary and financial control. 

The ministry of finance should provide advice and guidance on technical 
issues such as the development and interpretation of costing information, on 
fiscal risks, on the financial controls that should be applied to second-level 
organisation including state and local government-owned companies as well 
as on long-term financial planning. This advice should be available to both 
managers and to specialist officials concerned with financial management. 
Managers also will require advice, including training, on how to improve eff- 
ciency and effectiveness (e.g., on such issues as how to identify, manage and 
allocate costs against cost drivers, how to identify, manage and allocate costs 
against cost centres and how to develop the performance information that 
should accompany such analyses), how to identify risks and the management 
of those risks. Heads of finance and their staff may also require training in the 
development of analytical techniques such as cost accounting and managerial 
information systems such as new ministry or local government coding struc- 
tures including how to link these with ministry of finance coding structures. 
This adds significantly to the role of the ministry of finance as well as chang- 
ing the traditional role. Is there a willingness on the part of a ministry of 
finance to take on this ‘educational’ type role which will change its traditional 
relationships with line ministries and other public organisations? 
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4.2 How İs the PFM/IC Reform 
to Be Undertaken? 


4.2.1 Who Should Be Responsible for the Development 
of the PFM/IC Reform Policy, Its Application 
and Local Ownership of the Reform 


Because this is a major reform, political and top operational management sup- 
port for it is essential. Also, because the reform involves long-term change, 
that support ideally should have cross party political support. In addition, the 
prime minister and minister of finance (and their successors) should be com- 
mitted to the reform and their responsibility is to secure commitment from 
other ministers and where the reform extends to local government, from may- 
ors and other local government leaders. 

Very often the reform will be initiated by an external organisation such as 
an aid organisation or, for countries seeking to join the European Union or to 
benefit from its funding as neighbourhood countries, the European 
Commission. Financial support in these circumstances will usually accom- 
pany such an initiative. However, the timing and advice about the develop- 
ment of the reform policy and its application as well as the period of the 
funding in such circumstances will be determined by the provider of the 
funds. The driver in these circumstances will be external to the country and 
the motivation to introduce the reform may be wider than simply the PFM/ 
IC reform itself. The fact that the driver is external to the country can affect 
how political support is mobilised and the continuation of that support, espe- 
cially if there are differences of view about the wider objectives. 

Because this reform has such an impact upon the roles and responsibilities 
of civil and local government officials, their commitment, through the sup- 
port of the senior civil and local government service, is also essential. Once the 
principles of the reform have been established and parliamentary support 
obtained, the ministry of finance would normally be responsible for its appli- 
cation. Support for the actual application of the reform as it affected political 
officials should be the responsibility of the prime minister and the minister of 
finance. So far as the overall operational application of the reform is con- 
cerned, the responsibility for securing its application should lie with the state 
secretary (or equivalent) of the ministry of finance. That person should have 
the authority to require his/her equivalent in other ministries to apply the 
PFM/IC application policy and their commitment to and support for the 
reform is essential. Therefore, within each ministry or local government, 
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subject to the overall guidance of the state secretary (or equivalent) of the 
ministry of finance, the application responsibility should be that of the head 
of the civil or local government service (i.e., the state secretary or equivalent) 
reporting as appropriate to the political head of the organisation. The head of 
the civil or local government service in each public organisation should have 
the authority to continue with the reform even when political personalities 
change, unless there is a central government political policy change affecting 
the acceptability of this reform. Without that delegation to the head of the 
civil or local government service, a risk could be that a ‘stop/start’ process 
occurs caused by changes of ministers (or mayors) which will be disruptive to 
the application process. Achieving that civil and local government service 
authority to proceed with the application of the reform is an essential practi- 
cal requirement. The role of the state secretary in the ministry of finance is 
discussed in detail in Chap. 5. 

However, there is a potential problem where politicians feel that they must 
be involved in all decisions, which could be the situation in some developing 
and transition economy countries (as well as in some developed economy 
countries). This potential problem is that as political post holders change, 
they may feel that even though the policy in principle remains they may wish 
to impose their opinions on the application processes. The result can become 
an erratic application which will be disruptive. A consistent approach is highly 
desirable, and it will avoid delay. 

Whoever has responsibility for the development and application of the 
reform, a critical first step should be an assessment of the results of the tests 
described above. Unless the response is positive to these tests, even though the 
reforms needed cannot be implemented speedily, the benefits of applying the 
reform will not be achieved and that will raise questions as to whether the 
reform is worthwhile at this particular point in time. The attitudes of the 
ministry of finance and the department or ministry responsible for personnel 
management demonstrated in the response to these tests will affect: 


e The timetable for the development of the policy and the application of 
the reform, 

e How the reform should be applied (see next sections of this chapter) and 

e It will also identify the complementary reforms that may be required. 


As has been pointed out earlier, introducing PFM/IC is a major reform there 
is no ‘quick fix’ such as introducing a law specifying what is to be done coupled 
with the introduction of a series of additional bureaucratic procedures. The 
introduction of PFM/IC will take a considerable period to implement across a 
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public sector, maybe 10 to 15 years’ or more. Not only within this period will 
the techniques associated with PFM/IC need to be introduced, including the 
extended financial and performance information systems but also fundamen- 
tally the managerial changes that will be required, and it is with these manage- 
rial changes that the reform process should start. Unfortunately, this rarely, if 
ever, occurs and the reality is that reform usually starts with the introduction of 
the bureaucracy associated with the reform and with that associated with the 
introduction of international best practice, that is, the COSO requirements. 


4.2.2 Achieving Local Ownership 


Achieving ‘local ownership’ of the reform, even at an individual organisation 
level, is an essential step and it will be demonstrated by the strength of the 
commitment of the key political and senior officials. Ownership is important 
for these reasons: 


e First, the effective management of public money is central to the achieve- 
ment of the policy objectives of the government. How it manages that 
money should be its decision and the systems that it chooses to adopt 
should be those that it is comfortable with. Where systems have been 
imposed externally, the likelihood is that, in reality, they will only be imple- 
mented in a manner which suits the interest of the promoter of the reform 
and which justifies that organisation’s support. The most obvious result in 
such circumstances is that the reform becomes a cosmetic reform. This is 
because a substantive reform would have a fundamental impact upon tra- 
ditional customs and procedures. This is a real risk with the PFM/IC reform. 

e Secondly, because government problems cannot easily be compartmental- 
ised by making their solutions the responsibility of a single ministry, the 
budgetary and financial systems must have government-wide ownership. 
This is even though the reform may be implemented in stages, which means 
that some ministries and other public organisations may be implementing 
the reform much later than others. 


7 Comprehensive reform programmes usually have a time perspective of 10—15 years. This will allow 
capacity development measures to start at the earliest stage of reform planning without necessarily delay- 
ing the reform work. However, in practice, there may be a conflict between this view and the desire of 
certain donors and government to start implementation as soon as possible without providing scope for 
capacity development. The result may be the early production of reform plans that can be characterised 
as shopping lists rather than reform efforts. There will be a need for a strategy on when and how to use 
technical assistance and also to liaise with and incorporate ongoing reform efforts in order not to waste 
knowledge and lose momentum. Public Finance Management in Development Co-operation—A 


Handbook for SIDA Staff 2007 para 6.3.1. 
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e Thirdly, governments must retain ownership of their financial systems 
because weakness in public finances is often the result of poor execution, 
not of inadequate systems or procedures. Desirable reforms “will only be 
successful if they are accompanied by measures that enhance the account- 
ability of those who operate the systems including enforcing the rules 
embodied in existing or reformed regulatory framevvorks”.” Accountability 
requires ownership. 

e Fourthly, any reform is undertaken at a particular point in time. However, 
operational circumstances are changing constantly and therefore systems 
must be adapted to reflect such changes. Governments must own a reform 
to ensure that it is sustained and remains relevant in different operational 
circumstances. 


The reform will involve the development and/or employment of skilled 
managers and, as indicated, a refocusing of elected official interests away from 
day-to-day administrative and operational arrangements towards the develop- 
ment of policy and strategy together with an oversight responsibility for oper- 
ational management activity. This emphasises the importance of local 
ownership. None of these elements of the reform will be easy or short term. 


4.2.3 The Role of Parliament 


In many countries if this reform is to be driven forward, as has been explained 
in previous chapters, there is an important role for the parliament. Parliament 
should not be concerned with the detailed application of PFM/IC within 
individual public organisations except in the context of external audit reports 
about those organisations. However, parliament should be concerned firstly 
about the appropriateness of the proposed policy and that will mean that 
parliament has a clear appreciation from the outset of what the reform involves 
including its costs and benefits and then secondly about the progress with the 
reform as it is applied. This means that parliament ought to approve a time- 
table for the application of the reform and that the minister of finance should 
be accountable to the parliament for progress. Should the minister of finance 
wish to make changes to the timetable for application, then parliamentary 
approval should be sought. Through this process accountability pressure 
would be exerted on the minister of finance and that in turn would be reflected 


5 Lienert, lan. 2003. “A Comparison Between Two Public Expenditure Management Systems in Africa.” 
IMF Working Paper 03/2. January. 2003 Abstract. 
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on the officials responsible for the operational application of the reform, not 
least on the ministry of finance state secretary. 

In effect through this accountability process, parliament becomes an effec- 
tive driver of the reform requiring explanations where the timetable is not 
being met or the managerial changes required are not being made. If there is 
no such accountability process, the reform remains wholly an internal organ- 
isational reform to be pursued at a time of choosing by the minister or minis- 
try of finance which in turn means that the timetable will be affected by the 
current priorities of that ministry. 

The main adviser to the parliament would in most countries be the state 
auditor but exactly how a parliament would exercise this responsibility would 
depend upon its traditions. For example, it could do so through a specialist 
committee, such as a committee established to consider external audit reports. 


4.2.4 The Basic Elements of This Reform Recognising 
That This Is an Ongoing Reform 


As developing PFM/IC will take several years as experience is gained, new 
ideas will emerge and circumstances will change. This means that there should 
be a flexibility of approach. However, what is important in the implementa- 
tion of PFM/IC is first to put in place the basic elements of this reform, 
that is: 


e Ensuring that a robust and effective financial administration (test 1) exists 
at each of the organisations expected to implement the reform. (If this does 
not exist, then this should affect the timing of the ‘roll-out’ of the reform 
across the public sector because this must be established first.) 

e Ensuring that the promoters of the reform have a clear appreciation of 
what the reform is essentially about with its managerial implications, 
including top management support, and that they in turn promulgate 
widely that appreciation both at senior political and at senior official levels 
across the public sector (test 2). 

e Following on from the previous point that the ministry of finance budget- 
ing and accounting departments are willing to allow information to be 
provided that meets individual managerial needs as well as their own and 
the available software has the capability to provide both sets of informa- 
tion, or if not that a capability and willingness exists to allow individual 
public organisations to develop their own budgetary and financial analyti- 
cal systems provided they can also provide the information that the minis- 
try of finance requires (tests 3, 4 and 5). 
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e Given that the state secretary, or equivalent, in the ministry of finance 
should be responsible for the management of the reform he/she will need 
support. This should be by the establishment of a department with respon- 
sibility for supporting the ministry of finance state secretary with the 
detailed implementation of PFM/IC across the public sector. The selection 
of the head of that department will be important because he/she should 
have a wide operational experience and recognise the managerial signifi- 
cance of the reform. (A summary of the responsibilities of this department 
are set out in Chap. 9.) The state secretary should, of course, be expected to 
report regularly on progress to the minister of finance (tests 6, 7, 8 and 9). 

e Ensuring that a clear and supportive political and official leadership exists 
within each public organisation committed to the delivery of the reform. 
This is important because it enables ‘local ownership’ to be achieved at each 
public organisation level. This means that before the reform is formally 
announced there has been wide discussion at both the political and 
appointed official levels about the reform, how it will impact upon differ- 
ent groups of officials and how it will affect the future management of 
organisations. This is essential because it will be important to avoid too 
great a shock to the present administrative system which would only create 
an adverse reaction (tests 6, 7, 8 and 9). 

e There is a willingness to coordinate public administration/civil service 
reform with the PFM/IC reform. There is little point in proceeding with 
the PFM/IC reform if proposals for the public administration/civil service 
reform are not compatible with the managerial requirements for the PFM/ 
IC reform (tests 6, 7, 8 and 9). 

e Personnel policies can be established which facilitate the development and 
application of managerial skills and that a civil service organisation exists 
which has the structures which can be developed to provide a managerial 
approach to the delivery of public services. This should include that a 
review is undertaken of the sanctions and disciplinary arrangements affect- 
ing civil and local government officials to ensure that they are compatible 
with the development of a managerial culture (tests 6, 7, 8 and 9). 


Given that these initial elements have been established, then for each min- 
istry implementing the reform the following steps should be taken (with the 
equivalent steps applying where local government is involved): 


(i) The state secretary of the ministry of finance agreeing with the most 
senior appointed official in each ministry (state secretary or equivalent) 
undergoing the reform about how and when the reform will be imple- 
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(ii) 


(iii) 


(iv) 
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mented in practice including the acceptance within that ministry (or 
local government) of the delegation of operational management respon- 
sibilities to the civil (or local government) service. (See Chap. 14 for a 
detailed discussion of the limitations of the delegation of operational 
management.) 

Each state secretary in the relevant implementing ministry to establish, 
in conjunction with the political leadership as necessary, service delivery 
objectives, performance objectives and performance standards to be 
achieved by operational managers and which are derived from the polit- 
ical objectives and strategy for the ministry. 

Each state secretary to establish a managerial structure to deliver the 
operational objectives: this may require the agreement of the political 
leader of the ministry in some countries. These managerial structures 
should be accompanied by delegation and managerial accountability 
arrangements. This will also include arrangements for reporting to the 
political leadership. 

A programme for developing financial awareness amongst managers is 
established with budgetary and financial accounting arrangements 
being developed so that they not only provide the information and bud- 
getary control that the ministry of finance requires but also provide the 
managerial information the managers need to enable them to deliver 
their objectives efficiently and effectively, to standard, to time and 
within budget. 


(v) A financial planning and analytical capacity and a long-term financial 


forecasting capability is developed and that the head of finance also has 
a capability and status to act as an adviser to management including to 
support and advise on the development of business and strategic plans. 
Steps are taken to ensure that policy makers and managers have the 
performance data they require to accompany financial data for the pur- 
pose of setting objectives and performance standards. 

Performance information systems are developed to provide the perfor- 
mance information managers require as they deliver their objectives and 
performance standards. (Such systems should operate independently of 
the manager to prevent managerial manipulation of the information.) 


(viii) Arrangements are made to determine the governance arrangements, 


objectives and activities of second-level organisations (including both 
agencies and enterprises) and to monitor their activities to ensure that 
second-level organisations operate to the same standards as those 
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expected of first-level organisations and that their objectives are com- 
patible with those of the first level owning organisation. 

(ix) A review of the human resource (HR) arrangements is undertaken to 
ensure that they facilitate the establishment of a managerial cul- 
ture including a review of the penalty and inspection arrangements. 


As has been pointed out earlier, what PFM/IC is not about is simply intro- 
ducing a series of bureaucratic practices such as those relating to risk manage- 
ment or information and communication or the control environment, that is, 
the COSO bureaucratic requirements. Yet this has been the focus of much 
reform activity, especially in countries joining or aiming to join the European 
Union. These bureaucratic requirements are important, but they are only 
facilitators for management to use and what matters is the quality of leader- 
ship and management and how management utilises the information becom- 
ing available from those requirements. Those responsible for the reform ought 
to recognise from the outset that the long-term nature of the reform will 
require a consistent application policy. This again points to a need to ensure 
that the policy is ‘politically neutral’ in its application and therefore ideally 
that operational implementation is a function of appointed, rather than polit- 
ical officials. 

Countries should also recognise that introducing PFM/IC is a continuing 
process as experience is gained and circumstances change. There is effectively 
no ‘end date’. Whether or not external financial support is available (and such 
support is likely only to be available for the initial stages of implementation), 
the argument in this guide is that this reform is so important, with its mana- 
gerial implications, and that it is desirable in any event. However, there is such 
a thing as ‘reform fatigue’ and therefore how the reform is implemented is 
important. There ought to be clear steps in the reform process when assess- 
ments of the success (i.e., benefits) can be made. The most important initial 
stage is to put in place the basic elements of the reform, that is, the managerial 
elements of the reform, the enhancement of the financial management capa- 
bilities and the reform to the budgetary and accounting processes. These 
should be supported through the enhancement of the parliamentary scrutiny 
processes. Beyond these basic elements of the reform the main driver will be 
‘practical experience’ as managements, both political and civil service, become 
more confident about how they can improve quality in the utilisation of pub- 
lic expenditure. 

To emphasise a point made previously, countries considering adopting the 
policy of PFM/IC will already have in place a more or less satisfactory version 
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of PFA/IC. These PFA/IC arrangements may need to be considerably modi- 


fied in some circumstances if: 


s ‘That system does not result in the effective control of public resources. 

e Significant losses have occurred through inappropriate practices or system 
weaknesses. 

e Serious shortcomings have occurred such as a major fraud or losses caused 
by corrupt practice or waste and which have resulted in a withdrawal of 
aid support.” 


To emphasise a point made previously, before any attempt is made to intro- 
duce PFM/IC the PFA/IC system should be reformed to ensure that the PFA/ 
IC is effective and that also means understanding why the PFA/IC control 
system has not been effective, if that is the situation. If the present control 
system is weak, the remedy is not to change the system by trying to introduce 
PFM/IC but to improve or remedy the deficiencies of the present system not 
least because the likelihood is that whatever the deficiencies of the present 
system they will creep into any new system. What should also be borne in 
mind is that if the objective is to make it more possible to achieve the objec- 
tives of the government, this will not happen without complementary reforms 
to management. This may mean that the PFM/IC reform ought to be delayed 
and sometimes for a considerable period. Against this though can be the polit- 
ical imperative that ‘something has to be done’. The responsibility of the civil 
service in such circumstances should be to accommodate the staging of the 
reform in such a manner that the major deficiencies of the present PFA/IC 
system are addressed first. This is likely to mean that the discretion available 
to managers with PFM/IC is moderated recognising that this will defer the 
achievement of the potential benefits of the reform. 

If, though, the reason is that the government wishes simply to adopt PFM/ 
IC as international best practice, will such a reform for this reason be success- 
ful? Public financial reforms are not ‘freestanding’: they must fit into a context 
and the context is a country’s history, culture, economic, political and bureau- 
cratic arrangements. Financial reforms do not always succeed, and a real risk 
is that the formalities of a reform (i.e., the bureaucracy associated with it) may 
be established but not the substance. So, whilst the appearance of reform 
exists in practice, the benefits cannot be achieved. The result is more bureau- 
cracy and higher administrative costs and ultimately disillusionment. 
International best practice has no regard for local contexts. It also carries with 


” For example, Malawi following the “cashgate” scandal discovered in 2013. 
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it certain assumptions (see Chap. 11 which discusses the COSO reform 
requirements) and the implications of these assumptions must be addressed. 
With PFM/IC those assumptions are about the existence of objectives, the 
existence of an effective management, the delegation of responsibilities and 
managerial accountability arrangements. A principal and possibly key reason 
that financial reforms have not been successful or at best have only resulted in 
more bureaucracy in developing and transition economy countries has been 
the attempt to insert best international practice into an inappropriate local 
context. This applies particularly to PFM/IC if the aim is to introduce it into 
a country that has a traditional system of public administration with no or a 
limited concept of management and a strong centralised control. If there is no 
indication that the government is willing either to recognise the need for man- 
agerial change or to actually undertake such change and to accept that decen- 
tralisation of control will have to occur or if there is no support for the reform 
amongst senior officials (both political and appointed) then the reform will 
fail. Aid organisations in particular ought to recognise these potential risks. 

Change therefore may be the inappropriate answer, especially where change 
involves the introduction of sophisticated public financial management sys- 
tems like PFM/IC when the real answer lies in making the existing system of 
PFA/IC work more effectively. Changing rather than improving entails sig- 
nificantly higher risk and cost. Changing to PFM/IC is both expensive and 
risky because it is a fundamental reform and is not a simple technical financial 
change. To emphasise, the change from PFA/IC to PFM/IC is to a major and 
very advanced reform. 

An expert adviser on financial reform in developing and transition econ- 
omy countries, Professor Stephen Peterson, has summarised the key factors 
that need to be addressed in reform using this acronym: COPS," that is: 


Context: Historical, cultural, economic, political and bureaucratic. 
Ownership: Government, foreign aid, contractor. 

Purpose: Financial administration or financial management. 
Strategy: Recognise, improve, change, sustain. 


The reform strategy which the state secretary in the ministry of finance, 
supported by the department responsible for the implementation of the 
reform, should consider is that it should have four elements: ‘recognise’ what 
exists; ‘improve’ what exists; ‘change’ [where necessary] what exists; ‘sustain’ 


1 Peterson, Stephen; Public Finance and Economic Growth in Developing Countries: Lessons from 
Ethiopias reforms, 2015: pp. 13-36. 
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the improvements and changes that have been introduced." It is not simply 
therefore just about change. Frequently the reform focus is on ‘recognise’, 
‘improve’ and ‘change’. The missing element is ‘sustain’. This is one of the 
most important aspects of reform. Because the PFM/IC reform is not simply 
about technical systems but is about management and the distribution of 
powers within and between public organisations (and not least between 
elected and appointed officials and between the ministry of finance and line 
ministries), pressure is likely to exist over sustaining the reform. Because of 
the impact upon the distribution of ‘power’, pressures are always likely to exist 
to return to the status quo ante and therefore a positive sustain policy is neces- 
sary. The De Geyndt study is evidence of this. Another factor affecting sus- 
tainability is ‘cost’. The drive to sustain the reform should be led and resourced 
by a government itself because it is most unlikely that third parties, such as aid 
agencies, would be willing to finance such an ongoing activity over a long 
period of time. A further factor affecting sustainability is that those who will 
be expected to share resources to solve cross-boundary problems, which a 
focus on outputs will generate, will be reluctant to do so. Overall, therefore, 
the risk is that at least over time the internal pressures will be to return to a 
form of PFA/IC, that is, the status quo ante. 


4.3 Will Delegation of Operational 
Management to the Civil or Local 
Government Service Cause Politicians 
to Lose Control1?? 


This question is not about ‘internal control’, rather it is about ‘political con- 
trol’, and one that will be very important in some countries and can be central 
to addressing local culture. Those responsible for the implementation of 
PFM/IC will have to consider it. In some countries where PFM/IC has been, 
or is proposed to be, introduced, concern has been expressed by political offi- 
cials that if they do not make all decisions (i.e., that there should be no delega- 
tion to appointed civil or local government officials), they will lose control of 
the organisation. This has been a cause of objection to PFM/IC reform in 


"Peterson, Stephen; Public Finance and Economic Growth in Developing Countries: Lessons from 
Ethiopia's reforms, 2015: p. 36. 


12 See footnote 18, Chap. 1. 
' See also Chap. 14. 
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some countries. Even if the reform proceeds, this concern may limit the extent 
to which delegation and managerial accountability develop. 

Associated with this concern about a potential loss of political control, 
other concerns about delegation may exist including about the ability of civil 
or local government officials to undertake the delegated responsibilities or a 
lack of political trust in the civil or local government service officials and vice 
versa. The problem of inexperienced civil or local government service officials 
is not solved by appointing inexperienced political officials but has to do with 
the overall quality of the civil or local government service. This in turn raises 
questions about recruitment and training processes for such officials, but it 
also is affected by the atmosphere or ‘tone’ of the relationships between politi- 
cal and appointed officials. If that is threatening, the risk to officials is 
increased, and where there are few alternative job opportunities, officials will 
be unlikely to accept delegated responsibilities that involve a higher degree of 
risk. As has been pointed out previously, making decisions involves making 
judgements and, by definition, making judgements involves risk. “Trust’ is 
much more difficult to address and can involve many factors. Without the 
civil or local government service having a tradition of demonstrable indepen- 
dence, irrespective of the political control, political trust in the public admin- 
istration can be difficult to establish. Control is not addressed by politicising 
the civil or local government service through appointing ‘political friends’ of 
the government to civil or local government service positions. Alternative 
solutions are required. The answer lies in civil service or public administration 
reform, including the training and entry requirements. Without a quality civil 
service, the introduction of the PFM/IC reform is much more problematic. 
This emphasises the importance of establishing a “Weberian’ style of civil ser- 
vice (see Chap. 14). 

However, apart from these questions about competence and trust, the main 
points to be made in any debate about this question of potential loss of con- 
trol by politicians include: 


e The political head of a public organisation, a minister or mayor and their 
political deputies are frequently chronically overburdened given their 
responsibilities for the development of policy, the strategy for implement- 
ing that policy and the political considerations of government as well as 
detailed responsibility for operational management (where that is the situ- 
ation). This adversely affects these officials’ ability to focus on their most 
difficult task which is the development of policy and strategy and the man- 
agement of their political relationships. Good quality policy is central to 
efficient and effective policy execution. 
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e When dealing with straightforward operational management tasks, the 
political leadership has, at best, only a limited time available for the many 
operational managerial tasks that exist. These include the exercise of organ- 
isational leadership, supervision and control of operational management 
activity including the setting of detailed operational and staff objectives, 
setting performance standards and performance objectives, maintaining 
quality, the supervision of second-level bodies and communication with 
the staff as well as ensuring that public resources are efficiently and effec- 
tively utilised. In practice most of this does not actually occur where there 
is no delegation of operational management to the civil service. 

e Political leaders are not usually appointed for their specialist skills in a par- 
ticular service or activity (although this is sometimes essential). Therefore, 
if they are to undertake responsibility for operational activities, they need 
to familiarise themselves with not only the policy objectives for the organ- 
isation for which they are responsible but also with operational matters and 
at the same time have the knowledge experience and capacity to manage a 
usually large and complex organisation (larger and more complex than 
most private companies). However, the reality is that given the complexity 
of most modern public services, nobody within a public organisation can 
be familiar with every detail of a subject matter. The result is that many 
decisions, taken in a strictly centralised and hierarchical process, do inevi- 
tably suffer from a lack of competence. Consequently, the quality of mana- 
gerial decision making can be less than is desirable. (Even where a politician 
has top management experience in a commercial organisation, transferring 
that experience to a public sector context is not easy not least because of the 
complexities of public service management and the competing pressures 
upon leaders.) 

e Operational decisions, as a general rule, should be made on the basis of 
operational related issues with political considerations being mostly of lim- 
ited relevance, but if the decision maker is a politician rather than an 
appointed official, the separation of political considerations from opera- 
tional or managerial considerations is very difficult. 

e Even if staff are involved in the internal decision making process where the 
operational manager is a politician, they are unlikely to be either autho- 
rised to take the final decision or appear as the responsible person through 
their name and signature. This is de-motivating and a waste of, very often 
qualified and well-educated, personnel resources resulting in a lack of 
accountability of civil (or local government) officials. 

e Challenge to political leaders by civil servants and local government offi- 
cials in traditionally organised hierarchical public administrations can be 
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difficult in practice, and where this difficulty extends to operational man- 
agement, the quality of governance inevitably suffers. (A responsibility of a 
civil service official is to set out the facts and relevant issues even where they 
make uncomfortable reading for the political officials, and they should not 
be adversely affected by doing so.) 

e Many of the operational decisions that political leaders are involved with in 
traditionally organised public administrations are of a trivial nature, such 
as the signing of invoices or payment orders or job descriptions and leave 
arrangements, and have no political consequences. Requiring political offi- 
cials to be involved in such activities is a misuse of their time. 

e A requirement for political leaders to be involved in operational manage- 
ment decisions, because of the limited time that they have available, can 
lead to delay in the making of those decisions: this adversely affects the 
efficient and effective delivery of public services. 

e Implementing PFM/IC adds to the responsibilities of the operational man- 
ager. If the political leader is to act as the operational manager, this adds to 
the demands upon that leader. In practice, either those added responsibili- 
ties would be ignored or addressed in only a superficial manner. An exam- 
ple would be improvements to efficiency and effectiveness, and another 
would be managerial risk management. 


Trying to make every decision does not put the minister or mayor in con- 
trol: the result is an illusion of control. 

With PFM/IC in place and with the consequential establishment of delega- 
tion and managerial accountability, the head of the organisation is in more 
effective control of an organisation than by trying to take every decision. This 
enables those top and senior politically appointed officials to focus upon 
developing the policy and strategy for implementing that policy by the organ- 
isation and to supervise through the managerial accountability processes what 
is happening operationally within the organisation. It enables top and senior 
managers, both political and appointed, to just focus on the key issues and 
avoid involvement in items of lesser importance. Introducing PFM/IC adds 
to the responsibilities of the manager because it envisages a higher quality 
(i.e., professionalisation) of management than do traditional systems of pub- 
lic financial administration. This alone makes the task of the operational man- 
ager much more substantial. Overall, the likelihood is that without delegation 
the additional responsibilities arising from the adoption of PFM/IC would 
not be effectively undertaken and therefore the benefits would be lost. 

There is a further aspect to the question of the allocation of responsibilities 
between political and appointed officials and that is how will parliament react 
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to this element of the reform? As has been indicated earlier, parliament ought 
to be consulted about and kept informed of the reform progress and it can be 
kept informed regularly through the work of the state auditor. Parliament ought 
to have a view about the arrangements that are being made not least because 
of the accountability of the political leadership to parliament and the overrid- 
ing concern that parliament should have for the utilisation of public resources. 
Parliament may wish not only to challenge political officials about policy and 
the delivery of the objectives of that policy, but it may also wish to question 
officials (political and appointed) on their utilisation of public resources in the 
delivery of policy objectives. Parliament may also be concerned about secur- 
ing transparency and accountability in the utilisation of public resources. 
Properly implemented, PFM/IC provides greater opportunities for parlia- 
ment to do all of this. 


4.4 How Should the Reform Be Applied Across 
the Public Sector? 


A decision needs to be taken about the practical arrangements for applying 
the PFM/IC reform throughout the public sector. This should be a govern- 
ment decision taken with the advice of the minister of finance who should in 
turn consult with other ministers and parliament should be informed of this 
decision. The questions are: 


e Should all public organisations be expected to adopt the reform at the same 
time, or should it be phased over different types of public organisation 
(e.g., over initially central government ministries and then local govern- 
ments or vice versa)? Or alternatively: 

e Should a pilot process be established which would allow for an experimen- 
tal approach and the identification of difficulties with the lessons to 
be learned? 

e Should the reform be applied in stages, even within pilot organisations? 

e Given the length of time the reform will take to implement, can the reform 
be staged in such a manner as to reduce the risks arising from ‘reform fatigue’? 


Operational managers at each stage would require extensive training 
support. 

If the decision were to apply the reform in stages, the possible stages are set 
out in Chart 4.1. No specific reference is made in these stages to the applica- 
tion of international best practice (i.e., such as the COSO standards). 
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Chart 4.1 Stages in the application of PFM/IC 


However, as operational implementation of those standards would be the 
responsibility of the operational management within each public organisation 
that management would require extensive management training. The expec- 
tation therefore should be that the application of such standards would be 
during stages 2 and 3, that is, not at stage 1. 

The decision about how and when to proceed will depend partly upon the 
availability of resources to develop the detailed advice and support opera- 
tional managers will require as well as the financial advisory functions and 
systems. Not the least of these will be the training needs of managers and 
heads of finance. If this advisory and training resource is limited, then this 
would inevitably point to the use of a pilot and staged application process. 
However, the most important factor determining the application arrange- 
ments will be the current administrative arrangements, the willingness of 
politically appointed officials and senior civil and local government officials to 
accept and adapt to the implications of the reform as it affects what they see 
as their authority, their responsibilities, their potential liabilities and their 
accountability. This very often revolves around the question of ‘trust’, which 
has been referred to earlier and an important issue should be how to build 
‘trust’. That question applies not only to political/appointed official relation- 
ships but also to relations between central and line ministries. 

"The strength of opposition to the implementation of the reform is likely to 
be a determining factor in the arrangements for its introduction. And that will 
only be established through extensive pre-reform consultation. (This is not 
something that usually occurs.) 
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4.5 Establishing a “Driving Force for Change’ 
VVithin a Ministry of Finance 


For this reform to be successful there must be a “driving force for change” 
vvithin the ministry of finance. Although this guide suggests that this should 
be the most senior civil servant in a ministry of finance, this person vvill need 
to ensure that a detailed and practical day-to-day support is available to public 
organisations and to act as an adviser and supporter to themselves. The 
European Commission in its advocacy of the PFM/IC type reform for coun- 
tries seeking to join the Union and for neighbourhood countries benefiting 
from European Union funds has recognised this and required that such coun- 
tries establish a special unit or department specifically designed to promote, 
introduce and supervise the implementation of the reform and to maintain its 
continuing quality.'* Its role is defined as: 


A policy unit attached and directly reporting to the Minister of Finance on the 
status of internal control in the entire public sector, responsible for redesigning, 
updating and maintaining the quality of the internal control systems, for har- 
monising and co-ordinating definitions, standards and methodologies, for net- 
working between all actors (managers, financial officers, internal auditors), for 
the establishment and co-ordination of sustainable training facilities, including 
the setting of criteria for the certification of public internal auditors and for all 
other actions to improve public internal control systems. 


Note: Given the focus described in this guide the head of this unit’s reporting 
line should be to the chief ministry of finance official, not directly to the 
minister. 

The head of that department should be knowledgeable about PFM/IC and 
its managerial implications and provide detailed implementation advice and 
support, as necessary. The department should have the status of other minis- 
try of finance departments, and it may well be required to challenge existing 
ministry of finance departments and their policies. That department should 
be staffed with the different skills needed in the application of PFM/IC 
including accounting, financial analytical and forecasting skills and, impor- 
tantly, managerial experience. Unfortunately, where such departments have 
been established, because the broad managerial and financial implications of 
the reform have not been recognised neither have the broad staffing require- 
ments. In European countries the initial focus has been on internal audit 


'4Welcome to the world of PIFC: 2006 http://ec.europa.eu/budget/index.htm. 
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which can result in an inappropriate approach to the PFM/IC reform. This 
has focussed the reform simply on financial and budgetary control. (Chap. 9 
explains how this department should be organised and what should be its 
agenda of activity.) 

The idea of establishing a formal ‘driving force’ to support the chief official 
in the ministry of finance is important but if not properly directed and sup- 
ported such a ministry of finance department will find it very difficult to 
achieve its objectives. That direction and support must come initially from the 
chief appointed official in the ministry of finance who in turn should be 
reporting on progress to the minister of finance. The minister of finance 
should report to the prime minister and ultimately parliament. Without this 
chain there is a risk that other events will intervene to divert attention away 
from ensuring that the PFM/IC reform is effectively implemented and to time. 


4.6 Summary 


In implementing this reform, politicians should be clear about the five objec- 
tives involved in the management of public money and the nine tests that 
should be applied to determine whether the reform is practically possible and 
appropriate. The use of these tests will also help countries assess how long the 
reform is likely to take and what it involves. Once the policy has been deter- 
mined and agreed with the parliament, responsibility for actual application 
should lie with the minister of finance under the authority of the prime min- 
ister with managerial implementation being the responsibility of the most 
senior official in the ministry of finance. That official should be supported by 
a specialist “driver” department which should be appropriately staffed and 
have the status of other ministry of finance departments. That department 
would have the practical responsibility of driving the reform forward under 
the authority of the chief civil service official within the ministry of finance. 

The chain of responsibility back to parliament is very important to ensure 
that reform progress occurs. 

The reform is fundamentally about the professionalisation of the manage- 
ment of the delivery of public services and as a result imposes considerable 
additional requirements upon civil (and local government) officials. These 
additional requirements make it difficult to see how politicians in countries 
where they have maintained responsibility for operational management can 
continue to undertake such responsibilities. Consequently, a feature of the 
reform will be the delegation of operational management responsibility from 
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the political level of management. This also means that public administration 
or civil service reform should be coordinated with the PFM/IC reform. 

Because the reform is complex and has wide-ranging consequences, coun- 
tries do need to consider how they will implement the reform. Should it cover 
all public organisations at the same time, or be phased? Should the reform be 
staged to allow lessons to be learnt as each stage is implemented? In driving 
the reform forward regard to the risk of “reform fatigue’ and to allow the ben- 
efits of the reform at different stages to be demonstrated. 
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The Responsibilities of the Minister 
of Finance, the State Secretary, 
and the Ministry in the Development 
of a PFM/IC Policy 


In this chapter the main responsibilities of the minister of finance in the appli- 
cation of PFM/IC are described, including the impact that the reform will 
have on the main departments and activities of the ministry of finance itself. 
"The reform is a complex reform, and as with many complex reforms, there is 
always a risk of unintended consequences. The possibilities of this occurring 
are discussed in Chap. 6. If ministries of finance stand in the way of such 
developments and do not recognise the managerial consequences, this will 
make achieving the benefits of the reform very difficult. 

The reform will impact upon the budgetary and financial accounting 
arrangements within line ministries and local governments, and the ministry 
of finance should both recognise and encourage this development. This is 
because individual managers within line ministries and local governments with 
PFM/IC will want to know what the total budgets are for their areas of respon- 
sibility set against their objectives and performance standards. They need this 
information to establish efficiency and effectiveness in service delivery. A con- 
sequential need will be to develop management and cost accounting because 
the traditional financial accounting arrangements will not provide the type of 
information a management requires to secure efficiency and effectiveness. 

An important activity of a ministry of finance ought to be to challenge line 
ministries about the cost and quality of the policies ministries are proposing 
to adopt and the quality of their proposed objectives and performance stan- 
dards, along with the resources they require to achieve them. 

The reform will also impact upon the parliament by increasing the ability 
of parliament to scrutinise the budget and the operational management of 
line ministries and other public organisations. The ministry of finance as a 
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result is likely to be expected to provide evidence to parliament to support its 
scrutiny arrangements. 

Successful application of PFM/IC also depends upon the management of 
line ministries and local governments accepting that they are responsible for 
adopting a disciplined internal control structure and ensuring that internal 
control is effective. An objective of internal control is to control risks to an 
organisation. Those risks can be to the delivery of the objectives and perfor- 
mance standards of an organisation, to achieving efficiency and effectiveness 
as well as financial, legal, environmental, and wider reputational risks. Where 
a ministry of other organisation is involved in the collection of income, 
including taxation, internal control applies equally to these activities. Internal 
control is not simply about financial and budgetary control, and neither is it 
simply about the short-term financial/budgetary situation. 

In some countries other ministries besides the ministry of finance may also 
be involved in the financial management process such as a ministry of plan- 
ning responsible for the control and approval of investment expenditure. 
Whatever the benefits of such an arrangement, this does complicate the 
implementation of PFM/IC. It also adds to the complexities of the role of the 
head of finance not least because constraints on current budgets may not be 
replicated in the investment budgets. This also has to be taken into account in 
implementing PFM/IC. 


5.1 The Responsibilities of a Minister of Finance 
and Senior Officials 


This chapter covers the impact of the application of PFM/IC on and the spe- 
cific responsibilities of the minister of finance, the most senior civil servant 
within that ministry, and other senior ministry officials. Application success 
depends very heavily on the extent to which these officials recognise their 
responsibilities for the reform and the changes that the reform will bring 
about. Also discussed is the relationship of the minister with parliament. 

The chapter covers the critical aspects of the reform that are likely to require 
decisions by the minister and the ministry staff before, during, and in sustain- 
ing the reform. Although the minister will take the key decisions, in practice 
many of the day-to-day responsibilities will be addressed by staff within this 
ministry. The key figure in the ministry who should, in effect, supervise appli- 
cation throughout all line ministries and other public organisations should be 
the chief official of the ministry (the state secretary or equivalent). 
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5.1.1 The Minister of Finance and PFM/IC 


"The finance minister vvill be a senior minister vvithin a government responsi- 
ble usually for the management of the government finances, economic policy, 
levy and collection of taxes, government borrowing, and financial regulation. 
This minister may also be responsible for monetary policy, although this can 
be a responsibility of the central bank. (Actual responsibilities do vary widely 
between countries.) Within this broad range of responsibilities, the ministry 
of finance will have the specific objectives of determining and raising taxes, 
maintaining budgetary and financial control of public expenditure, and 
improving public sector productivity. It will also be concerned with the 
achievement of the government objectives and ensuring that line ministries 
and local governments do not enter into commitments which may be difficult 
to finance in the future or which to finance them may have adverse effects 
upon other current activities of an organisation. The minister of finance would 
normally be the minister with overall responsibility for the introduction of 
the policy of PFM/IC. 

In exercising these responsibilities, a particular activity of a minister of 
finance and by extension the ministry of finance should be to challenge how 
well a line ministry or other public organisation has defined and costed policy 
and used available public resources to achieve its objectives and performance 
standards. In assessing the quality of that utilisation, a ministry of finance 
should be concerned about the improvements in efficiency and effectiveness, 
if any, with which those resources have been used. The implementation of 
PFM/IC will help them to achieve these objectives: 


The challenge function will be thought of as the investigation and scrutiny of 
the spending, expenditure management processes and policy choices of line 
ministries, departments and agencies. Where these do not align with the objec- 
tives of the finance ministry, an effective challenge function typically means the 
finance ministry asking, requiring or persuading line ministries to do something 
different to what they might otherwise have done. Such a relationship is neces- 
sary if a finance ministry is to deliver its many functions and achieve its eco- 
nomic, spending and policy goals." 


Whether or not the tests described in Chap. 4 to assess the feasibility of the 
reform can be met depends heavily upon the reaction of the minister and staff 


VThe ministry of finance ‘challenge function’: A public financial management introductory guide Sierd 
Hadley and Bryn Welham pp. 7/8: https://www.odi.org/sites/odi.org.uk/files/resource-documents/ 
11067.pdf 
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of the ministry of finance. The most important departments of the ministry 
that will be directly affected by the reform are the budget department and the 
department responsible for treasury matters including financial accounting 
and overall government financial control. (If the ministry of finance is also 
responsible for procurement, that department too is also likely to be signifi- 
cantly affected.) Not only will these departments be affected technically but 
they will see the modification to some of the powers that they presently have. 
If the minister of finance, and by extension the ministry of finance, is not will- 
ing to agree to the quite fundamental changes which will facilitate the estab- 
lishment of a managerial culture, then the PFM/IC reform should not 
proceed. Therefore, that these departments of the ministry should have a clear 
appreciation and an acceptance of their role in the reform, is pivotal. 

Earlier chapters in this guide show how the application of PFM/IC impacts 
upon the whole approach to public financial management. It shifts the focus 
of management from control of inputs to control of outputs, although still 
requiring a control of inputs. The result, if the reform is successful, is the 
establishment of a managerial culture compared with a traditional administra- 
tive culture. 


5.2 Before the Reform! 


Introducing PFM/IC should not be regarded as simply a matter for officials. 
As was pointed out in Chap. 4, parliament has a potentially powerful role in 
approving and driving forward the application of the reform. In doing so 
parliament would hold the minister of finance to account for progress. As was 
pointed out in Chap. 4 a reform of this operational significance in the man- 
agement of public expenditure is, in reality, likely to cause resistance to change, 
especially to the managerial reforms that will be required and potentially delay 
the implementation timetable. Parliamentary support for the reform can 
therefore be of considerable assistance to a minister of finance in broadening 
political support, even within the government. 

The responsibility of the minister of finance should be to secure parliamen- 
tary appreciation of the significance of the reform, what the reform requires 
by way of managerial changes and the distinction that will be necessary 
between responsibility for operational management and that for policy and 
strategy development. Parliament should also be made aware of the potential 
costs and benefits as well as approval to the reform application arrangements. 
This would include the reform timetable. The minister of finance should 
report periodically on the progress in the application of the reform, say six 
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monthly, with parliament then being required to approve changes to the time- 
table for application and made aware of major difficulties. 

The involvement of parliament is not normal practice in this author’s expe- 
rience nor is this a requirement referred to in literature on the subject.” 


5.2.1 The Initial Assessment 


As has been previously explained, establishing a managerial culture has a 
major impact upon how line ministries and local governments are organised 
and the relationships between political officials and the civil or local govern- 
ment service officials. PFM/IC affects the relationship between central minis- 
tries, particularly the ministry of finance, and line ministries. Public 
administration (civil service) reform and PFM/IC reform activity also needs 
to be integrated. Before any decision is made to adopt this reform there ought 
to be a clear appreciation of these impacts (see the tests outlined in Chap. 4) 
not least because this indicates not only the managerial impact but also the 
scale of the reform. This may of course lead to a decision that this is not an 
appropriate reform at this time. It is far better to make such a decision at the 
outset rather than part way through the process. 

As was explained in Chap. 4, the person who should have responsibility for 
explaining these impacts at the highest levels of the public administration ide- 
ally should be the chief civil service official in the ministry of finance (the state 
secretary or equivalent). This official should have a central role in the develop- 
ment of PFM/IC. Not only has this official responsibility for explaining to the 
minister of finance what the implications of the reform are, but for the reform 
to be successfully applied, he/she needs to convince and involve the equiva- 
lent officials in line ministries (and in some countries, local governments as 
well) in the development of the reform. Not only does this provide a greater 
appreciation of what the reform involves, but it also encourages ‘local owner- 
ship’. In those countries where there is a separate head of the civil service, then 
the ministry of finance state secretary should also consult with this official 
whose support would be essential. He/she may also need to consult with the 
staff of the parliament to explain how the changes are likely to impact on the 
role of parliament. 

The aim of the ministry of finance state secretary should be to establish an 
appreciation throughout government of what this reform involves and the ben- 
efits arising from the reform. This may require collaboration with those 


See, for example, Welcome to the World of Public Internal Financial Control, European 
Commission, 2006. 
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responsible for civil service reform to ensure that such reforms are compatible 
with the needs arising from the PFM/IC reform. It will also mean collabora- 
tion with the most senior civil servant in each ministry or public body to 
inform them of the main consequences of the reform for themselves and the 
civil service organisation they are, or should be, responsible for. Not least this 
will involve a switch in the focus of control from simply a control of inputs to 
in addition a control of outputs and then to ensure that regard is had to enhanc- 
ing public value, that is, the efficient and effective use of public resources. 

As was pointed out in Chap. 4 to assist the ministry of finance state secre- 
tary ideally a specialist department should be established with a specific 
responsibility for driving the implementation of the reform. (The responsibili- 
ties of such a department are discussed in Chap. 9.) 

The first step in the implementation of PFM/IC should be for the ministry 
of finance state secretary, with the assistance of the driver department, to com- 
mission research into the practical implications of the reform and to prepare 
a ‘strategic analytical and planning policy paper’ for the minister of finance 
and the cabinet of ministers to explain the implications of the reform. (How 
this should be undertaken and the details of the areas that should be covered 
in this policy paper are described in Chap. 9). In preparing this policy paper 
the ministry of finance state secretary should consult with the chief civil ser- 
vants in other ministries and public organisations. This ‘strategic analytical 
and planning policy paper’ would cover not only the principles of the reform 
but also the key changes that would be required including such matters as the 
management changes, budgetary and accounting changes, the redistribution 
of authority between the politician and the civil servant, the implementation 
processes and timescale, the costs that are likely to arise from the application 
of the reform policy and the potential benefits. (The benefits and costs are 
described in detail in Chap. 10.) 

Where the reform is also intended to cover local government then all the 
points referred to above would also need to be discussed with representatives 
of local government. 


5.2.2 The Appropriateness of the Decision 
to Introduce PFM/IC 


"The ‘strategic analytical and planning policy paper’ would enable the govern- 
ment to decide whether to proceed with the PFM/IC reform. This is not 
necessarily an easy decision especially where a country is under pressure from 
external organisations, such as aid organisations, to introduce the reform 
because it represents best international practice (and consequently, by 
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definition, must be a ‘good thing’). Such pressure usually comes with an offer 
of funds. However, there are critical factors in determining whether to pro- 
ceed with the reform and which should be addressed by the minister of finance 
and the state secretary. These are described in the nine tests set out in Chap. 4 
which may be summarised as the potential risks arising from the reform. 
‘These include whether: 


e ‘The present civil service organisational arrangements are appropriate, and 
the civil service has the capacity to accommodate the reform. 

e A willingness by ministers exists to delegate operational management to 
the civil and local government service. 

e The changes that may be required to the governance arrangements? includ- 
ing those of second-level organisations are acceptable. 

e The quality of the present financial and budgetary controls and therefore 
the level of budgetary discipline is adequate to allow delegation. 

e There is a high risk of fraudulent and/or corrupt activity by officials, politi- 
cal or appointed, within the organisation (e.g. rent seeking by corrupt ofh- 
cials) which would be accentuated by the delegation arrangements 
associated with PFM/IC. 

e The capabilities of public organisation finance departments are adequate to 
provide the information managers will require. 

e The public finances are stable and are likely to remain stable given current 
internal and external factors. 

e There will be resistance to the development of transparency and public 
accountability. 


Some argue that where weaknesses exist in the control arrangements a 
strengthening of internal audit within organisations would be the reform that 
is required. That though is an inappropriate reform where the management is 
weak, governance poor and financial analytical capability low. It would cer- 
tainly not address the managerial or the financial management problems that 
are necessary to achieve a successful PFM/IC reform. 

To make a thorough assessment of the risks associated with the reform the 
ministry of finance state secretary risk assessment should be an important fac- 
tor in the discussions with other senior officials before drawing up the strate- 
gic analytical and planning policy paper. 


5 Good governance means there should be a focus on the interests of citizens and service users, that deci- 
sions should be informed and transparent and that there should be clear accountability for decisions. (A 
summary of advice contained in The Good Governance Standard for Public Services published by the 
Office for Public Management [OPM] and the Chartered Institute of Public Finance and Accountancy 
[CIPFA] 2004—see Chap. 1.) 
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Unless the proposed strategic analytical and planning policy paper can be 
positive about the issues referred to above, introducing the PFM/IC reform 
would be inappropriate and other reforms would be required first. 

To emphasise, where such a strategic analytical and planning paper demon- 
strates that adverse circumstances exist for the introduction of PFM/IC then 
a conclusion is likley to be that this is the wrong reform. Instead probably the 
most appropriate reform should be to strengthen PFA/IC. This could be cou- 
pled with proposing the introduction of the basic managerial elements of 
PFM/IC through proposals for the reform of the public administration. This 
will mean maintaining the external controls exercised by the ministry of 
finance over line ministries and local governments, or if the external controls 
exercised by the ministry of finance are weak, strengthening those controls. 


5.2.3 A Critical Issue for a Minister of Finance 


A principal responsibility of a minister of finance is that of the annual budget 
preparation. In preparing the budget a minister of finance will almost always 
be under pressure to increase public expenditure. This pressure may come 
from parliament, civil society as well as individual line ministries. As result the 
minister is bound to ask this question: ‘if we adopt PFM/IC, can we still 
maintain control of public expenditure when line ministries and local govern- 
ments‘ have more control over expenditure decisions and can we raise our 
income more efficiently and effectively? As adopting PFM/IC, introduces a 
managerial culture into line ministries and local governments, managers need 
to have the discretion to make decisions and those decisions may affect both 
the levels and the distribution of public expenditure. Hence, potential minis- 
try of finance anxiety! 

However, the PFM/IC reform, if properly applied, is consistent with minis- 
try of finance objectives of maintaining budgetary and financial control of 
public expenditure, securing adherence to the laws and regulations, achieving 
objectives, improving efficiency and effectiveness and ensuring that line min- 
istries and local governments do not enter into commitments which may be 
difficult to finance in the future or which to finance them may have adverse 
effects upon other current activities of the organisation. In addition, PFM/IC 
should result in an improvement in the quality of the operational manage- 
ment and ultimately in the quality of policy making. Managers should 
also become more financially aware. In addition here should be a greater focus 


‘The references to line ministries and local governments throughout this chapter include their second- 
level organisations. 
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on the effectiveness of public sector activity, improved availability of the infor- 
mation necessary to inform effective policy making, a better quality of 
accountability and an improvement in corporate governance, not least because 
of improvements in decision making processes, including in internal control. 
It should also result in an improvement in the budgeting process because of 
an increased emphasis upon the linkage of financial inputs with the outputs 
expected from those inputs. In the managerial environment that PFM/IC 
introduces, as has been shown, finance is not simply about costs and income 
and comparisons with budgets. It is also about how well the money is spent 
and how all resources are raised and used in achieving the policy objectives 
and performance standards and objectives expected of an organisation. All of 
these benefits would be of advantage to a ministry of finance. 

Parliamentary and ministry of finance interests in the establishment of 
PFM/IC should in large measure coincide. PFM/IC creates the opportunity 
for parliament to have available to it a better quality of information about 
objectives and performance, with potentially greater accountability and 
transparency and that in turn improves the quality of parliamentary scrutiny 
of the budget, of line ministry and other public organisation management 
which in turn impacts upon the quality of budgetary preparation and 
accountability. 

To enable managers to make judgements about how well money is being 
spent or being raised, as has been pointed out previously, they are likely to 
require different analyses of information than that required for ministry of 
finance purposes. The minister of finance (and, by extension, the officials in 
that ministry), should accept this. They should also accept that this reform 
has consequential effects upon traditional budgetary and financial account- 
ing arrangements within line ministries and local governments. The minister 
should recognise that as PFM/IC is a management reform, managers within 
line ministries, whilst continuing to meet the financial, budgetary and cash 
flow controls set by the ministry of finance, will need extended budgetary 
and accounting information in order to deliver their objectives efficiently 
and effectively. This will require the development of management accounting 
(including costing) within line ministries and local governments and the 
minister of finance should encourage this. Management accounting will pro- 
vide a different form of analysis from that required for ministry of finance 
financial accounting and statistical reporting purposes. (A fuller description 
of the differences between financial and management accounting and the 
relationships between the two is given in Chap. 8.) The main point is that the 
determinant of that analysis should be the individual manager, usually in 
conjunction with the line ministry or local government’s head of finance, not 
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the ministry of finance. Budgets also should be much more closely tied to 
expected outputs than normally occurs with traditional arrangements. (These 
radical changes point to advantages accruing from a pilot reform process 
before launching a full scale reform so that the ideas associated with the 
reform can be tested.) Individual operational managers will also need infor- 
mation about the total budget for their areas of operation, not just some 
elements (and very often with traditional arrangements in many countries 
heads of departments (the potential managers) will only have available to 
them limited budgetary information) . This will mean that the ministry of 
finance should accept from the outset that line ministry and local govern- 
ment budgets will probably have to be reanalysed to allocate them over man- 
agerial responsibilities. This reallocation would be a responsibility of the 
different public organisation managements. This means, for example, the 
allocation of all personnel, supplies and services, transport costs, all mainte- 
nance costs of assets and overhead costs. With current arrangements some, or 
all, of these costs may be held centrally by each line ministry or local govern- 
ment. The management accounting information required by the manager 
should enable the manager to identify the costs of different areas of activity 
including different cost centres and cost drivers. (See previous chapters.) A 
minister of finance should ensure that the top operational managers in line 
ministries and local governments have the willingness and capacity to pro- 
vide the information managers need to deliver their objectives efficiently and 
effectively and within budget limits. 

As a result, the minister of finance should recognise that ministries and 
other organisations will want to develop their own analyses of expenditure 
and income and hence coding structures for their own management purposes. 
This will be in addition to the coding specified by the ministry of finance for 
its purposes. The responsibility of a minister of finance is not to prevent this 
but to encourage it and at the same time ensure that the information it requires 
for financial reporting, international statistical purposes and for budgetary 
control purposes in accordance with the format of the budget approved by the 
parliament, is still available. An example of how this objective might be 
achieved is set out below in Sect. 5.3.4. 


5.2.4 The Benefits and Costs of the Reform 


The minister of finance will want to ensure that the benefits arising from the 
reform are achieved and the areas of cost arising from the application of this 
reform are fully identified. The minister will also require an assessment of the 
period over which these benefits will accrue, and costs will be spread. Chapter 
10 describes in detail the range of benefits and costs that could result. The 
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benefits potentially are substantial because they arise from a better quality of 
management and that strengthening internal control, which with the intro- 
duction of PFM/IC will have a focus upon outputs as well as inputs. However, 
such benefits are not immediately quantifiable. Costs can be immediate and 
quantifiable, and the principal costs will arise from the development of IT 
systems needed to facilitate financial analyses and to provide performance 
information, as well as investment in training of both managers and finance 
staffs. IT costs can be very substantial, especially if the country adopting 
PFM/IC has purchased an ‘off-the-shelf’ IFMIS which is not sufficiently flex- 
ible to allow alternative analytical information to meet the needs of managers. 

The minister of finance should be determined to ensure that policies are 
developed to ensure that the potential benefits actually emerge, and that in 
turn depends upon the quality of management. 


5.2.5 The Ministry of Finance and the Finance Function 
Within Line Ministries and Local Governments 


An assumption in this section is that the current and investment budgets are 
integrated. If they are not this adds to the complexity of securing quality in 
public expenditure, especially where the different budgets are subject to dif- 
ferent financial pressures. A further complication may also be that responsibil- 
ity for expenditure on staffing may also lie outside the ministry of finance. A 
risk in such circumstances is to the development of a managerial culture 
within a line ministry of other public organisation, again raising questions 
about the appropriateness of the PFM/IC reform. 

A managerial culture if properly developed should raise questions about 
how well public money is being spent and whether public resources are achiev- 
ing the objectives and performance standards and objectives expected of line 
ministries and local governments. This, in turn, raises further questions that 
should exercise the minister of finance and the staff of that ministry about the 
quality of the financial and performance information on which a line ministry 
or local government's policy and the strategy decisions for applying that pol- 
icy are made. This should affect how a ministry of finance looks at their 
expenditure planning and budget execution processes. Other questions will 
include those about the financial resilience of the organisation. The answers to 
these questions, given a decision to proceed with the reform, will (or should!) 
affect ministry of finance judgements about the allocation of budgetary 
resources and how far it feels able to relinquish or modify its own controls. 
This consequently draws a minister of finance into considerations about the 
quality of line ministry or local government financial management. 
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An important feature therefore of the introduction of PFM/IC is the devel- 
opment of the role and responsibilities of the head of finance within minis- 
tries and local governments. A key management challenge is how to make the 
best use of public resources and an understanding of finance is central to that. 
The internal control standards referred to below in Sect. 5.3.5 (ie. COSO) 
emphasise the importance of achieving efficiency and effectiveness. The head 
of finance is central to achieving that objective. The head of finance should 
aim to develop and maintain financial awareness and the policies and pro- 
cesses, such as management accounting and costing to control and manage 
the efficient and effective use of resources by the organisations management 
including that of second-level organisations. The head of finance should also 
be required to develop a long-term financial planning capability. All this 
information should be designed to support managers in the delivery of objec- 
tives efficiently and effectively. In Chap. 8 the responsibilities of the head of 
finance are described in detail. Given the enhanced role of the head of finance 
with PFM/IC the position should be of high status and where the senior staff 
of an organisation are formed into a ‘management team’ then the head of 
finance should be a member of that team. The state secretary in a ministry of 
finance should exercise influence to ensure that this occurs. 

In many countries the quality of financial management (i.e. as compared 
with financial control) will be a new area of interest for a ministry of finance. 
A ministry of finance should want to ensure that each line ministry or local 
government has a sufficiently high quality of financial management to enable 
it to deliver the objectives and performance standards and objectives that are 
or should be incorporated within the budgetary settlement, do so efficiently 
and effectively, and at the same time maintain budgetary and financial control. 
A better quality of financial information should also feed into the policy mak- 
ing process as operational management provides advice on the practicality of 
political proposals. With PFM/IC finance should be at the heart of decision 
making within each line ministry and local government. Because the role of 
finance is so central to the development of efficiency and effectiveness, as well 
as to control, a ministry of finance, with the application of PFM/IC should 
want to ensure that the quality of financial management across the public sec- 
tor is of a consistently high standard. This would mean that as part of the 
reform the ministry of finance should consider the possibility of incorporating 
within it a department with a specific responsibility for enhancing the quality 
of financial management in all line ministries and local governments by: 


e Developing through training a resilient and expert community of finance 
professionals. 
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e Ensuring that these finance professionals have a capability to provide the 
financial analyses that operational managers require to deliver objectives 
efficiently and effectively. 

e Establishing robust financial systems, standards, and policies, that provide 
reliable financial information, are up to date, cannot easily be corrupted 
because they are accompanied by standards and policies that are rigorously 
reviewed and enforced and that there is an appropriate division of 
responsibilities. 

e Sharing knowledge and best-practice across line ministries and local gov- 
ernments and with internal audit. 

e Developing frameworks, guidance, and tools to facilitate more informed, 
effective, and financial planning, performance, and management. 

e Developing those linkages that would facilitate effective cross-government 
collaboration, that is, the avoidance of ‘silos’, recognising that this is a dif- 
ficult objective to achieve and demands cooperation at the highest levels. 


A head of finance in a line ministry or local government adopting PFM/IC 
is not simply to act as a recorder of financial information, that is, levels of 
spending and income, acting as a financial controller. In most developing and 
transition economies, currently this is what the role appears to be. With PFM/ 
IC it must be much more than that and a purpose of a ministry of finance 
should be to ensure that this wider role is appreciated and established in prac- 
tice. This wider role includes ensuring: 


e In developing organisation policy, finance is fully considered. 

e Operational management is financially aware, has the financial manage- 
ment information it requires and incorporates financial judgements in its 
operational decision making. 

e Resources, both current and capital/investment, are used efficiently, effec- 
tively, and economically. (This may be complicated where different minis- 
tries are responsible for the current and investment budgets and where 
there are different pressures on those budgets.) 

e Management recognises that decisions made in one organisation can have 
significant impact upon other organisations (e.g. raising the school leaving 
age can affect employment policies, youth policies and policing policies). 

e Sound financial forecasting and long-run financial resilience is maintained. 


This also means ensuring that financial data and data impacting upon 
finance, such as performance data, is robust. 
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The competencies needed by a head of finance have been defined by the 
Chartered Institute of Public Finance and Accountancy (CIPFA) and include: 


e Innovator: exploring ways to make the taxpayers’ money stretch further, 
often in collaboration with other organisations. 

e Business partner: influencing strategy and business outcomes, collaborat- 
ing with managers to further policy goals, offering expert analysis and 
interpretation, presenting options to resolve problems and exploit oppor- 
tunities; developing financial understanding and informed decision making. 

e Steward: safeguarding resources from loss, waste, abuse, or corruption; giv- 
ing a reliable account of how resources have been used. 

e Provider/commissioner: maintaining the financial operation infrastructure 
and core financial administration processes, including specialist services, 
both directly and through commissioning external providers.’ 


Because the capability of the head of finance coupled with the capabilities 
of the finance department of each line ministry and local government are 
central to the successful delivery of PFM/IC, the ministry of finance through 
the department responsible for the application of PFM/IC should be confi- 
dent about this capability. Without this the benefits of the reform are unlikely 
to be achieved. Judgements about the head of finance capability would be 
based upon actual performance in the post and in the effectiveness of the 
finance department in meeting managerial requirements, and where appro- 
priate those of the ministry of finance. 

The development of the role of the head of finance may have the conse- 
quence that it leaves that official exposed to inappropriate pressures to approve 
of managerial actions (sometimes official and sometimes political) affecting 
finance which the head of finance may find difficult to resist even though such 
pressures may lead to a breach of the government wide financial regulations or 
to inappropriate decisions being made. Examples of inappropriate decisions 
are the overstatement of likely revenues to be derived from a particular activ- 
ity, an understatement of the financial or fiscal risks that might accrue from 
pursuing a particular course of action. An issue therefore that a minister of 
finance should consider is whether the appointment and dismissal of a head 
of finance should be subject to the approval of the minister of finance, even 


? Finance competencies for public services: Shaping the finance function to meet new and future chal- 
lenges: CIPFA: https://www.cipfa.org/policy-and-guidance/reports/finance-competencies-for-public-ser- 
vices-shaping-the-finance-function-to-meet-new-and-future-challenges. 


5 The Responsibilities of the Minister of Finance, the State Secretary... 173 


though the actual appointment may be the responsibility of the relevant line 
ministry or local government. The need for the approval of the minister of 
finance to the appointment and dismissal of a head of finance would have the 
effect of strengthening the position of the head of finance where inappropriate 
pressures may develop. However, the role of the minister of finance would 
have to be exercised sensitively because a head of finance could not function 
effectively if he/she were regarded as a creature of the minister of finance 
rather than being wholly committed to the employing organisation. 

In Chap. 7 the responsibilities of the head of operational management 
within a line ministry or local government are set out, and in Chap. 8 the 
changed role of the head of finance is discussed in depth. 


5.2.6 How the Minister of Finance Should Regard PFM/IC 


Critical to the introduction of PFM/IC is that the minister of finance regards 
the introduction as a: 


e Necessary reform to provide an overall better-quality management of pub- 
lic resources with greater financial awareness. 

e Complement to the introduction of other reforms designed to secure 
greater efficiency in the allocation of resources, such as long-term financial 
planning with the aim of securing long-term financial resilience in line 
ministries and other public organisations, medium-term budgeting, 
programme/performance budgeting, and gender budgeting. 

e Reform designed to create a greater possibility of achieving the objectives 
of the government. 

e Reform designed to improve the quality (i.e., better value for money) of 
public expenditure and income collection given the focus on achieving 
greater efficiency and effectiveness in the utilisation of resources. 

e Factor in reducing the need to resort to tax increases or borrowing to 
finance increasing or new demands for public services or to raise the stan- 
dards of existing services because of the potential improvements in effi- 
ciency and effectiveness. 

e Method of improving the quality of governance so that there is a reduced 
risk of misuse of public resources through improper use of assets and other 
resources, fraudulent and corrupt behaviour. 

e Reform that the ministry of finance should want to see introduced irre- 
spective of any requirements by an aid donor or other external organisation. 
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A minister of finance should accept that this reform is neither easy nor 
quick to introduce. It is a major reform which has an impact upon how public 
services and activities are managed. The impact of the reform may require a 
considerable change to traditional human resource (HR) and other adminis- 
trative arrangements (see Chap. 14). 


5.2.7 Coordination with the Different Ministry of Finance 
Technical Departments 


Close cooperation will be necessary between the ministry of finance depart- 
ments responsible for budgeting, treasury, and financial accounting activity 
(depending upon how the ministry of finance is organised) and a department 
established to support the state secretary in overseeing the application of 
PFM/IC. This is because the interests of the budgeting, treasury, and financial 
accounting departments will dominate the control interests of the ministry of 
finance; whereas the department responsible for the application of PFM/IC 
has a wider management focussed remit. These traditional departments of the 
ministry of finance may also perceive a loss of power because responsibility for 
some expenditure decisions will be transferred to line ministries. An objective 
of the department responsible for the application of PFM/IC should be to 
introduce into these ministry of finance departments an appreciation of the 
financial management information needs of management. The person with 
the principal responsibility for securing coordination between these different 
departments should be the ministry of finance state secretary. However, expe- 
rience indicates that those more well-established traditional departments 
within the ministry of finance can be difficult to convince of the need for 
those changes that will be required for the effective application of PFM/ 
IC. The overriding concern of those departments will be to ensure that bud- 
getary control in the format for which the ministry of finance expects to be 
accountable is not weakened and that the ministry of finance’s ability to com- 
plete international statistical returns for organisations such as the IME, the 
UN, Eurostat, and the Organisation for Economic Cooperation and 
Development (OECD) is not affected.° 

Hovvever, another problem vvill arise from the impact of the reform upon 
the financial information system in use by the ministry of finance. Where the 
ministry is using a standard “off the shelf” commercial package there could be 
these types of problem vvhich could cause difficulties for a ministry of finance: 


®°These returns will usually follow internationally defined formats such as the Classification of the 


Functions of Government (COFOG) developed by the OECD. 
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e The ‘off-the-shelf’ packages tend to be very rigid in their design. 
Governments must adapt their procedures and data to the computer sys- 
tem—not the other way around: therefore, providing the additional infor- 
mation or information in a format managers may require could be difficult. 

e The commercial suppliers of these packages may charge for the simplest 
modification/addition—typically if the ministry of finance or a ministry 
asks for some new reports they will be charged for, and therefore if manag- 
ers require different reports from the standard reports this could be costly. 
This could also apply if managers wanted more detailed information which 
would require the development of the chart of accounts coding structures 
for an individual ministry (and each ministry could require that). 


If a country has developed its own financial information system, these 
problems may not apply, but even so such a system is likely to require modi- 
fication, not least to accommodate the additional information managers may 
require. Individual ministries may still need to develop their own financial 
information systems which must link with the ministry of finance system (see 
also Sect. 5.3.5). 

The department responsible for the application of PFM/IC should recog- 
nise the existence of these concerns but at the same time explain the needs of 
line ministry and local government managements if they are to deliver objec- 
tives and performance standards efficiently and effectively. Some of the fears 
of these departments of the ministry of finance should not be realised pro- 
vided that line ministries and local governments have an appropriate manage- 
rial and technical capacity to apply the PFM/IC reform. This is the point 
where confidence (trust!) does need to be built and if that does not exist these 
departments of the ministry of finance may be reluctant to engage in 
the reform. 

The coordinating role of the ministry of finance state secretary is more 
complex in those countries where the investment budget is the responsibility 
of a ministry other than the ministry of finance and where responsibility for 
civil service staffing (HR) is also the responsibility of an organisation lying 
outside the ministry of finance. The policies of these ministries/organisations 
will need to be adjusted to reflect the development of PFM/IC. 


5.2.8 The Minister of Finance and Other Ministers 


PFM/IC should be accepted as a government wide reform with the prime 
minister (or in some countries, the president) having an overall responsibility. 
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The minister of finance would need to work closely with this official to secure 
acceptance of the reform and this is likely to include the minister of finance 
having a responsibility to persuade fellow ministers of the need for this reform 
and the benefits that will accrue from its application. This will be part of the 
process for achieving local ownership at the organisation level. The minister of 
finance will also have to persuade them that to achieve the benefits of PFM/ 
IC, organisational changes will be necessary to establish a managerial culture 
including changes to the public administration and HR arrangements. 
Therefore, other ministers would need to accept that there would be changes 
in how they work and in their day to day responsibilities. The changes were 
described in Sect. 4.2.4 of Chap. 4 and may be summarised as ministers 
responsible for line ministries should recognise that responsibility for opera- 
tional management should be delegated to experienced civil service managers 
and that their own focus should be on policy and strategy development with 
an oversight role of the performance of the operational management. The 
minister of finance responsibility would be to persuade other ministers that 
this separation would be essential to the introduction of PFM/IC and the 
benefits it could bring. This also recognises that with the introduction of 
PFM/IC management becomes much more demanding. No longer will it be 
simply a matter of delivering an activity within budget. The minister of finance 
will need to make clear to other ministers that the PFM/IC reform will also 
require that ‘activities’ are clarified with objectives and performance stan- 
dards and objectives and that their responsibility is to ensure that those objec- 
tives are delivered to time, to standard, efficiently and effectively as well as 
within budget and in conformity will all legal and regulatory requirements. As 
a result, the quality of budgets will need to be improved with objectives and 
performance standards and objectives being linked to budgets. This means 
that ministers and their operational managers agree that the objectives and 
performance standards and objectives are capable of being delivered within 
the available budget. (If not, as has been explained previously, then either the 
budget or the objectives and performance standards should be changed.) A 
similar understanding would need to be communicated by the ministry of 
finance state secretaries to equivalent officials in other public organisations. 
Political management will also be required to satisfy itself that senior opera- 
tional managers at all different levels, as well as themselves, can maintain over- 
all control of the organisation, including over second-level organisations (see 
Sect. 5.3.9 and Chap. 12). To achieve that managerial accountability arrange- 
ments will have to become established which complement the arrangements 
for delegation. Ministers will also have to be persuaded by the minister of 
finance that they should invest in improving the capabilities of their organisa- 
tions to deliver services efficiently and effectively. This means that operational 
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managers have the financial and performance information that they need to 
secure efficiency and effectiveness. 

Whilst the ministry of finance should welcome this reform other ministers 
may not do so. This can be due to several factors. For example, there may be 
resistance to increased transparency and accountability, a lack of willingness to 
delegate operational responsibility, tighter control over second-level organisa- 
tions may be objected to because it reduces the scope for budgetary manipula- 
tion, tighter budgetary control because ministers will be accountable for 
delivering objectives and performance standards and objectives, as well as 
meeting budgetary controls, and doing so efficiently and effectively. A minister 
of finance should be prepared for these arguments and be willing to resist them. 

Where the reform is intended to apply also to local government the minis- 
ter of finance and the state secretary will need to establish similar relationships 
with mayors or their representative bodies. 

In some countries a ministry of finance may seek to impose its view of effi- 
ciency. However, a ministry of finance is really in no position to make such a 
judgement. The responsibility lies with the operational management within a 
line ministry. However, a ministry of finance should have the capacity to chal- 
lenge the judgement of that management and ought to do so where appropri- 
ate. Such challenges may occur during, for example, budgetary negotiations. 
Success in such negotiations depends upon the establishment of trust between 
a line ministry and the ministry of finance. A line ministry should set realistic 
and deliverable performance targets and not try to ‘game’ the system. The 
ministry of finance should be able to trust the judgement of line ministry 
specialists and as a result make available reliable funding. 


5.2.9 The Minister of Finance and Parliament 


The minister of finance should have not only a responsibility to agree the 
introduction of the PFM/IC policy with parliament and that means explain- 
ing all the different features of the policy, but also a responsibility to keep 
parliament informed of progress. This means that the minister should report 
regularly to parliament and where changes to the implementation policy 
occur, as they could well do, that parliamentary approval is sought. The min- 
ister should be accountable for success or failure to parliament. 

The success with implementation should be assessed annually through the 
preparation of a ‘statement of internal control’ (see Chap. 13). This statement 
would be prepared by each public organisation, submitted to the ministry of 
finance who in turn should report on this statement to parliament. The state- 
ment would also be available to the external auditor who should review 
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progress as part of the normal external audit activity and will provide a brief 
to parliament. This may form the basis for the interrogation of the minister of 
finance. 


5.3 During the Reform! 


5.3.1 Establishing the Appropriate Organisational 
Structures to Apply the Reform 


As has been pointed out previously, the responsibility for operational applica- 
tion should be delegated from the minister of finance to the ministry state 
secretary who should be supported by a specific department responsible for 
the operational application of PFM/IC throughout the public sector. This 
department should issue detailed guidelines about how to apply the reform 
and should report to the chief official in the ministry of finance about the 
organisational application of the reform. It should also be responsible for 
maintaining the quality of the reform over time ensuring that the PFM/IC 
arrangements also reflect the changing operational environment. 

The minister of finance, together with the state secretary should ensure that 
the department is appropriately staffed and has an ongoing capacity to oversee 
the reform. (The capacity requirements are set out in Chap. 9.) Countries 
wishing to join the European Union are required to establish such a depart- 
ment, often called a central harmonisation unit or department. The existence 
of such a department is regarded as one of the three pillars to the successful 
application of PFM/IC within those countries aspiring to meet the European 
Commission requirements. This arrangement provides a model that other 
countries could well follow. However, other aid organisations involved in sup- 
porting the application of PFM/IC may take a different view of the need for 
such a specialist department, although this author would regard such a depart- 
ment as an essential feature of the successful development of PFM/IC. 

"There vvill be some responsibilities that the state secretary can alone under- 
take. That official should have a personal responsibility for informing and 
coordinating the responses of equivalent chief officials in line ministries and 
for establishing regular meetings with such officials to review progress and to 
decide collectively how to address emerging problems. These personal respon- 
sibilities could also extend to local governments but whether they would 
depends upon the constitutional relationships between central and local gov- 
ernment (see also Chap. 7). How the coordination arrangements should oper- 
ate and the role of the state secretary are described in Chap. 9. 
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5.3.2 Cooperation vvith the Ministry or Department 
Responsible for Public Administration or Civil 
Service Reform 


A crucial feature of success in the application of PFM/IC vvill be cooperation 
between the department responsible for overseeing the reform in the ministry 
of finance and the ministry or department responsible for civil service and 
public administration reform. If coordination does not occur, perhaps because 
no public administration reform programme exists (which in this author's 
experience does occur) the PFM/IC reform, because it is a managerial reform, 
will seek to drive civil service and public administration reform. However, in 
practice it cannot do this. The minister of finance, and by extension the state 
secretary, has a responsibility to ensure that this coordination occurs, and that 
civil service and public administration reform takes into account the require- 
ments of the PFM/IC reform. If no public service reform plan exists then it is 
doubtful if the PFM/IC reform will be successful. Consequently, this need for 
coordination will affect the timing of the arrangements for the application of 
PFM/IC reform. (It should be borne in mind that even though PFM/IC is a 
major reform, so too is civil service/public administration reform and it will 
similarly take a long time to become established.) 


5.3.3 The Use of Performance Information 


Many governments, usually through the ministry of finance, use performance 
indicators (sometimes called “key performance indicators——KPIs) to assess 
the performance of organisations towards achieving policy objectives. These 
indicators can be simple (recording one element only of an activity), or com- 
posite (covering several aspects of an organisation’s activities). An example of 
a performance indicator is measuring the number of caesarean births 
(C-sections) and using that as a proxy indicator for the availability of certain 
maternity services. Such a measure could also be used as a key performance 
indicator expecting that a level of between, say, 5% and 15% of such births in 
a population would be through C-section with a higher or lower proportion 
raising questions about why this is the situation. Such a measure could then 
lead on to an investigation into the reasons. 

However, performance information also needs to be used with care and can 
lead to unanticipated consequences. There is always the risk that a manage- 
ment focus is on what can be measured rather than the total service delivery 
context and ministries of finance should be aware of this. 
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A further issue that the ministry of finance ought to consider is whether 
performance objectives and/or performance indicators should be published 
along with the relevant financial information. This is important from an 
accountability point of view and the information needs of its key stakeholders 
such as consumer groups, parliament, and taxpayers. Publication may also be 
required for some services to meet international statistical requirements, such 
as those of the World Health Organisation. Publication may lead to challenge, 
but the benefits of challenge should not be overlooked, uncomfortable though 
on occasion, challenge might be. 

The ministry of finance with the development of PFM/IC in making bud- 
getary allocations should take an interest in the development of objectives 
and/or performance indicators by line ministries and other public organisa- 
tions. Its interest will be much wider than that of external parties because it 
will need to be satisfied that the relationships between the financial allocations 
and the objectives, performance standards and performance objectives are 
robust and therefore that, as far as possible, each element represents reality. 
This again points to the need for trust to be established between the ministry 
of finance and line ministries. 

Achieving precision in policy objectives is likely to take some time and the 
reality is that policy objectives and performance indicators will be refined over 
time. That precision will usually focus on the definition of the ‘outputs’ of 
policy objectives which for some services can be relatively easily defined, but 
for others, not, or there can be conflict in the objectives. Consequently, per- 
formance measurement can be difficult. 

However, some would argue that anyway, ‘outputs’ are not that important 
and that what governments should aim for, is to achieve ‘outcomes’. The 
problem with ‘outcomes’ is that from a management point of view not only 
are they difficult to define with precision but ‘outcomes’ so far as public ser- 
vices are concerned can be influenced by many factors which lie beyond the 
ability of individual managers to control the results, no matter the level of 
budgetary resources which are available. ‘Outcomes’ rarely can be captured by 
a single budget or programme heading or even by a single public organisation. 
Outcomes can also take many years to achieve and would require very long- 
term budgeting, that is, well beyond the 3 years that apply even in the most 
developed economy countries. Therefore, for all practical management pur- 
poses the focus of financial management and internal control should be upon 
the achievement of the ‘outputs’ of policy objectives, with high-quality man- 
agers recognising that this only represents an interim step in achieving policy 
‘outcomes’. For example, a policy outcome of reducing crime depends upon 
many factors and the activities of many organisations. First, the nature of 
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crime has to be defined and vvhat type of crime is the policy aimed at? Secondly 
the causes of that type of crime need to be understood and these can include, 
poverty, social attitudes, quality of housing, levels of policing, policing poli- 
cies, public attitudes to the police, sanctions (that is both the level and types 
of sanction) and so on. The policy ‘outcome’ can only be achieved through a 
management structure designed to address each aspect of the policy vvith the 
results then coordinated. To do that effectively, individual managers need to 
be clear about what they are to achieve, that is, the ‘outputs’ and their activi- 
ties need to be coordinated with a wide range of other managers, including 
coordination of budgets (often an impossible task). Some desired policy ‘out- 
comes’ are also not capable of being managed and require long-term societal 
changes of attitude, for example, to the role of the police and how society 
regards its relationships with the police. 

Another approach is to require objectives to be broken down into sub- 
objectives because the sub-objectives are easier to define and hence the subse- 
quent performance measures. This would then allow policy makers and senior 
officials to make decisions about what they wish to achieve in specific areas, 
rather than in a broader, but less easily definable, overall objective. 

The same points also apply to ‘performance standards’. As indicated, an 
important element of management is to define the operational performance 
standards that should be applied. Some will be quite simple to apply, at least 
superficially, such as all customer queries must be replied to within 1 week, 
but that says nothing about the quality of the reply. That can only be judged 
by the quality of the managerial supervision and the existence of arrange- 
ments where the customer can complain about or follow up, in this example, 
on the quality of the reply. Other performance standards can be extremely 
complex, such as assessments of the educational performance of children, 
which in turn can depend upon a wide range of factors, or in the development 
of health policy measures to assess public and personal health. And then there 
is the question of performance objectives. These will identify or set targets for 
the amount of work to be undertaken, such as to undertake a particular num- 
ber of vaccinations within a given period or to complet a specified number of 
asylum claims within a given period. 

Or again both objectives and performance standards and objectives can be 
short term or long term, such as care for homeless persons. If the objectives or 
performance standards are short term, this will not address what could be the 
underlying problems and in that event the problems that they are designed to 
address will merely be repeated. 

This though is the nature of public services. Political decisions may be 
required about specific objectives and performance and that can add to the 
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complexity of any measures. (This is what makes the management of public 
services so difficult compared with the management of market based services 
and why political judgements need to be made.) However, despite these dif- 
ficulties, with PFM/IC some measurement of success should be available to 
the manager even if it does not specifically address the overall main objective 
that a top or senior political manager is concerned about. Therefore, the real- 
ity is that in practice compromises may be necessary because precision in 
objectives or performance standards cannot be achieved. 

None of this means that PFM/IC should not be developed; it however does 
demonstrate that achieving public policy objectives can be very difficult in 
practice and the limitations should be recognised. The boundary of these lim- 
itations will change over time as more experience is gained and information is 
obtained. PFM/IC is a practical recognition of that and that is why the imple- 
mentation of the PFM/IC policy is so desirable, but the appropriate condi- 
tions must exist if the benefits are to be achieved. The benefits are also likely 
to take some time to emerge because of the fundamental nature of the reform 
and the learning processes involved. 


5.3.4 The Organisation of Financial Information 
for Management Purposes 


To facilitate the achievement of the benefits of PFM/IC managers in line 
ministries and local governments will require that budgetary and financial 
information is available to them in a form that suits their needs as well as 
those of the ministry of finance. There is no reason why individual line min- 
istries (and local governments) should not develop their own financial analy- 
ses to suit their own needs and a ministry of finance should not stand in the 
way of this. In practice it would mean that individual public organisations 
develop their own coding structures designed to meet their own managerial 
needs but with the important proviso that such coding structures should link 
with those of the ministry of finance. The head of finance should have a key 
role in working with individual managers to determine their financial infor- 
mation requirements. (However, as has been pointed out previously, where 
countries have purchased off-the-shelf IFMIS this may be difficult because of 
the inflexibility of their coding structures.) 

To illustrate the approach an extract is set out below from the government 
of Canada’: 


7 Government of Canada—Section 2—Introduction and description of the coding classification structure 
for 2018 to 2019: https://www.tpsgc-pwgsc.gc.ca/recgen/pceaf-gwcoa/1819/2-eng.html 
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"The Receiver General—Central Accounting and Reporting Sector" is respon- 
sible for maintaining the accounts of Canada under Section 63 of the Financial 
Administration Act which includes the day to day management of the 
government-wide Chart of Accounts (COA) which specifically involves the cre- 
ation, deletion or modification of accounts or codes, and the publishing of 
updates on the Receiver General government-wide COA website. In addition, 
the Receiver General provides functional direction, supporting operational 
instructions and other guidance to departments and agencies pertaining to the 
government-wide COA and government-wide coding. The Receiver General 
also performs a monitoring role for the overall quality of the information con- 
tained in the departmental monthly trial balances submitted to the Central 
Financial Management Reporting System (CFMRS) for inclusion in the 
accounts of Canada. 


Departments are responsible for ensuring that their departmental coding is linked to 

the appropriate accounts and codes contained in the government-wide COA and 
that their financial transactions are complete and accurate. At the end of each month, 

departments summarize their financial transactions (based on the government-wide 
coding) and send their trial balances to the CEMRS for inclusion in the accounts of 
Canada. (Author’s emphasis) 


Although this extract reflects the arrangements in Canada for the manage- 
ment of financial information for the purposes of financial and statistical 
reporting purposes, it also recognises the need for individual departments İi.e. 
ministries] to develop their own financial analytical arrangements but with 
the condition that whatever those analytical arrangements, each organisation 
must retain the capability to provide the information that the central finance 
organisation requires. Therefore, management accounting information, how- 
ever it is produced, should be linked to the financial accounting systems of the 
ministry of finance to ensure that the ministry can fulfil its responsibilities. 
This linkage also ensures that the same basic financial information is used for 
budgetary control, financial reporting, and managerial purposes. 

A consequence of introducing PFM/IC therefore will be a need for addi- 
tional information technology capacity (IT) to provide the analysis managers 
require. 

Because the PFM/IC reform extends the idea of control beyond simply 
budgetary and financial controls to include those controls designed to achieve 
the objectives of an organisation, to standard, to time, efficiently and 


® The Receiver General for Canada is responsible for making and accepting payments to the Government 
of Canada each fiscal year and preparing the Public Accounts of Canada, containing annual audited 
financial statements of the Government of Canada. 
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effectively this extension creates the opportunity for ministries of finance to 
link budgetary inputs with the outputs expected for those budgetary inputs. 
This also means that managers should commit themselves to delivering those 
outputs. This is an important feature of PFM/IC. 


5.3.5 Internal Control Arrangements Within Line 
Ministries and Local Governments 


Success in applying PFM/IC depends upon the management of line minis- 
tries and local governments adopting a disciplined internal control structure 
and a ministry of finance has a key interest in this. Internal control enables the 
management of an organisation, and external stakeholders, including the 
ministry of finance, to have greater confidence that its objectives will be 
achieved, that financial and performance reports are reliable, that resources 
will be used only for the purposes of the organisation and that they will be 
utilised efficiently and effectively. The minister of finance should be respon- 
sible for specifying the principles of internal control that should apply within 
line ministries and local governments. In many countries the principles would 
be those developed by the Treadway Commission (COSO )” and these are 
explained in detail in Chap. 11. The responsibility for applying those princi- 
ples within each line ministry and local government lies with the management 
of the organisation. The actual person responsible for the quality of internal 
control would be the person responsible for operational management, that is, 
the head of the civil service within a ministry (or equivalent in local govern- 
ment). That person should then report to the political head as appropriate 
under the managerial accountability arrangements. The ministry of finance 
should satisfy itself about the quality of these internal control arrangements 
which also provide an indicator of the success of the implementation of PFM/ 
IC, and that the effectiveness of such controls is monitored and maintained as 
operational circumstances, policies, and personnel change over time. (See 
Sect. 5.4.3 on the annual review arrangements and also Chap. 13 on the 
‘statement of internal control’.) The quality of the internal control arrange- 
ments would be subject to review by the state auditor who should report to 
parliament on that quality. 


” There are different definitions of internal control but one that is widely applied in a European context, 
and which has been adopted by the European Commission and the International Organisation of 
Supreme Audit Institutions (INTOSAI), is that advocated by the Committee of Sponsoring Organisations 
of the Treadway Commission (COSO). (Other countries may adopt different definitions of internal 
control.) 


5 The Responsibilities of the Minister of Finance, the State Secretary... 185 


"The responsibility of the ministry of finance (if a country decides to adopt 
the COSO approach) should be to ensure that the principles of internal con- 
trol defined by COSO are properly applied. “Properly applied” means that the 
management regards them as central to the management process, appreciates 
the managerial assumptions that lie behind them and is not prepared to accept 
a superficial approach vvhich amounts to a focus only on the bureaucracy of 
the application of the 5 standards. That approach amounts to ‘tokenism’. 


5.3.6 PFM/IC and Budgetary Control 


The minister of finance, as part of the budget preparation process, will issue a 
budget circular. This circular will set out the guidelines for framing the budget 
and any instructions about how to address specific items. It will include a time- 
table for the provision of information to the ministry of finance and may also 
include a set of forms which individual ministries will be expected to complete. 
A consequence of the application of PFM/IC is that the content of the budget 
circular should be expected to change, and in some countries, this would be a 
considerable change, especially where the current budget circular contains very 
detailed instructions about the calculation of individual line item. (In one 
country known to this author the detail required included a specification of the 
amount of drinking water that could be allowed for by ministry employ- 
ees.) This type of detail would be inappropriate with PFM/IC. The govern- 
ment through the ministry of finance would still determine budgetary policy 
including policy decisions about the overall allocation of resources and the 
totality of expenditure within any ceilings although the assessment of those 
ceilings should be better informed because of the linkages between input costs 
and outputs. Where medium-term budgeting has been developed the existence 
of detailed instruction about the development of the future year’s budgets will 
also require change. The reason for such changes is that as a key objective of 
PFM/IC is to encourage line ministries to become managerially oriented mak- 
ing their own decisions about the best way of achieving objectives efficiently 
and effectively, they need the scope to do so. In other words, PFM/IC allows 
managers increased discretion to use their initiative and detailed instructions 
from a ministry of finance about how to construct budgets can have the effect 
of removing or at best limiting managerial initiative. 

PFM/IC also can affect the way in which many ministries of finance exer- 
cise control over budgetary changes proposed by line ministries, that is, over 
virement arrangements. The extent to which approval currently may be 
required depends upon the precise arrangements within the country and 
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specified within the law. With PFM/IC ministries of finance should not seek 
to ‘second guess’ line ministries or seek to control at a detailed level the deci- 
sions of line ministries, or local governments especially where their managers 
are aiming to make changes to improve efficiency and effectiveness. For a 
ministry of finance to question every detail of a proposed change effectively 
puts them into a form of ‘superior’ manager exercising financial control, even 
if it does not intend to act in that way. This is incompatible with the idea of 
managerial competence, discretion, and hence accountability. 

Consequently PFM/IC will impact upon ministry of finance/line ministry 
relationships, that is, they cannot remain the same. Indeed, if a ministry of 
finance tried to ensure that they remained the same this would undermine a 
key objective of PFM/IC which is to encourage line ministries to become 
managerially oriented making their own decisions about the best way of 
achieving objectives efficiently and effectively. In other words, PFM/IC allows 
managers increased discretion to use their initiative. Tight budgetary develop- 
ment rules and virement controls stifles initiative. 

Therefore, some ‘control’ changes affecting the ministry of finance will be 
required, for example: 


1. Traditionally the management of a line ministry or other organisation usu- 
ally cannot adjust a budget at its own discretion unless the budget code 
within a particular country permits some change, but the degree of change 
is often set to ensure that a ministry of finance effectively retains a monetary 
budgetary control, rather than facilitating the achievement of objectives. 
Total budgets for an organisation usually cannot be changed although some 
redistribution over different detailed budget lines (i.e. ‘virement’) may be 
permitted. Some countries allow a ministry or other organisation to make 
changes up to a specified percentage, others require ministry of finance 
approval to any change. Exactly how these virement controls operate and the 
impact they have depends upon the extent to which they apply to each bud- 
get line and each department or activity of a ministry. If the virement control 
operates at a detailed level, then a line ministry or other organisation has 
little or no scope to make changes without the approval of the ministry of 
finance. This will inhibit effective management and should change. 

2. In many countries the detailed budget is enshrined in legislation (the 
annual budget law). Changes to budgets affect the budget law and there- 
fore at some point the approval of parliament is required. Limited changes 
initially may be approved by a ministry of finance, but the risk is that the 
bureaucracy may inhibit the extent to which managerial flexibility is 
required in order to improve efficiency and effectiveness. 
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3. Cash flovv controls are again largely determined by the interests of the 
ministry of finance and the more detailed those controls the less scope 
managers have for change. Cash flow controls also follow the budget as 
determined by the ministry of finance rather than the operational activity 
requirements of the manager. They are often determined by the overall 
state of the government's finances. Where ministry of finance approval is 
required to modifications to proposed cash flow this may prevent the line 
ministry manager making decisions, hence affecting that manager’s ability 
to deliver objectives efficiently and effectively. Therefore, cash flow con- 
trols may need to be reformed. (In some countries cash flow can be the 
determinant as to whether or not a manager is able to deliver objectives 
and examples have been provided to this author affecting the delivery of 
health and education services. Weaknesses in cash flow control can have 
their roots in inadequate budgeting such as over optimistic assumptions 
about tax flows.) 

4, Linking budgets precisely to objectives and performance for some services 
and activities can be very difficult to achieve, no matter how good any 
financial analyses are. Therefore, when changing from a focus on budgetary 
inputs to an output focus this again ought to be accompanied by a rethink- 
ing of the rules on virement. In any event budgets are just forecasts and can 
be overtaken by changes of circumstances which may arise for economic, 
environmental, legal, international, or other reasons. Budgets are fre- 
quently based upon what happened in the previous year and do not neces- 
sarily reflect the performance objectives of a management and managers 
may not be able to foresee exactly how circumstances arising in the current 
operational year are likely to affect their ability to deliver objectives. This 
again points to a need for more flexibility in a ministry of finance approach 
to virement and in turn the detail which is to be included in any budget law. 


What this means for budgetary control is that the ministry of finance with 
PFM/IC should be willing to shift its ‘control approach’ with the adoption of 
PFM/IC from that of detail to a broader concern for how a line ministry or 
local government is delivering its objectives to time, to standard, efficiently 
and effectively but within an overall budgetary envelope. (A traditional bud- 
getary process may result in a tight budgetary and cash flow control, but it 
effectively inhibits managerial initiative within line ministries or local govern- 
ments, aimed at achieving objectives.) However, to emphasise, such a shift 
should not occur unless the ministry of finance has full confidence that over- 
all financial and budgetary control will be maintained by the line ministry 
and other public organisation management (see test of 1 Chap. 4). 
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5.3.7 PFM/IC and the Quality of Public Expenditure 


Developing managerial initiative is an objective of PFM/IC. The aim is to 
improve the quality of public expenditure. Improving the quality means con- 
sidering not just the control of spending but determining what is being 
achieved for that spending and how it is being achieved. PFM/IC therefore 
has the effect of highlighting a conflict, which should not exist, between tra- 
ditional budgetary and cash flow controls and a desire to improve efficiency 
and effectiveness in public expenditure. Traditional controls have no regard 
for efficiency and effectiveness even though they remain essential if the condi- 
tions described in test 1 of Chap. 4 cannot be met. A ministry of finance 
should recognise the existence of this conflict and its adverse effect upon any 
drive to improve efficiency and effectiveness. Consequently, ministers of 
finance should reconsider how traditional budgetary controls operate. 
Ministers of finance will always remain concerned about pressures to increase 
public expenditure and their budget officers will be very alive to this issue. 
With the introduction of PFM/IC a minister of finance should look for ways 
of reconciling the requirements for expenditure control (the inputs) with the 
policy outputs that managers should be aiming to achieve. 

Similar types of control to those which exist for expenditure may also exist 
for personnel. They have the same effect of limiting a manager’s ability to 
make changes to the personnel structure without the approval from another 
ministry or the ministry of finance. Again, the introduction of PFM/IC should 
cause a rethinking of the purpose and effectiveness of such controls. If a man- 
ager has no or very limited control over the utilisation of personnel resources, 
then the manager’s ability to deliver objectives efficiently and effectively can 
also be limited. (An example given to this author by the head of a maternity 
hospital was that he was not allowed to change a gardener post for a nurse 
post, at the same cost, to improve the utilisation of resources because the min- 
istry of finance would not approve because of the risk of creating a precedent.) 

A further feature of PFM/IC is that a consequence of the requirement to 
improve efficiency and effectiveness is that line ministries and local govern- 
ments should take a longer-term view of their finances. (A ministry of finance 
should encourage this.) This means that they will need to develop long-term 
financial planning, that is, which may go well beyond the requirements for 3- 
or 4-year medium-term budgeting. Public services usually require long-term 
commitments and therefore efficiency and effectiveness should also be consid- 
ered over the longer term. Decisions should not be made which do not have 
regard to the long-run financial implications of that decision, both on a par- 
ticular service or activity and on other services and activities provided by the 
organisation. (That a particular decision secures a lower cost result in the short 
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term does not necessarily improve efficiency and effectiveness: consideration 
should also be given to those other factors, such as quality, which will affect the 
long-run costs even if that means higher immediate costs.) Assessing long-run 
costs should be a key factor in decision making. It should also be a factor in 
securing the long-run financial resilience of an organisation. This should be of 
active concern to a head of finance. (This also illustrates the difficulty of relying 
simply upon foreign aid finance to support the development of PFM/IC 
because such aid is usually only committed for short periods and can be vari- 
able depending upon the interests and circumstances of the donor country.) 


5.3.8 The Impact of PFM/IC on the Control 
of Second-Level Bodies Such as Agencies 
and State-Owned Enterprises 


The PFM/IC reform will also require a much tighter control by first-level 
organisations, that is, by line ministries and local governments over second- 
level organisations such as agencies and state- and local government-owned 
enterprises. Overall, there should be a strengthening of accountability between 
second-level and first-level organisations, whether agencies or state- and local 
government-owned enterprises. The ministry of finance should consequently 
encourage controlling or owning first-level organisations to set for second-level 
organisations, objectives, and standards of performance and then first-level 
organisations must develop a capacity to effectively monitor the activities of 
those second-level organisations. Without this second-level organisations will 
tend to drive first-level organisations, rather than the other way round. This is 
because a second-level organisation will always know in more detail than the 
controlling or owning first-level organisation about their operational environ- 
ment, and they will also be protective of their own interests and resist pressure 
to reform including pressure to improve efficiency and effectiveness. Therefore, 
the first-level organisation must always have the capacity to challenge. 

The minister of finance also should ensure that where a first-level organisa- 
tion wishes to establish a second-level organisation, that this is an appropriate 
action. The minister of finance should also ensure that when established the 
second-level organisation is efficiently managed and effectively supervised by 
the controlling first-level organisation. Controls over second-level organisa- 
tions in countries with traditional public administrative systems tend to be 
weak. Introducing PFM/IC creates an opportunity for the minister of finance 
to require the strengthening of the controls and reporting arrangements for 
these second-level organisations. Set out below are the key policy points the 
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minister of finance should address in strengthening controls (control require- 
ments are discussed in full in Chap. 12). These key policy points ought to be 
included within a report to parliament: 


e The exact arrangements for the establishment of second-level organisa- 
tions, including the content of the formal authorising authority, the mini- 
mum size before such an organisation may be established, the frequency of 
the review of that authorising authority including its continued existence. 

e The corporate governance arrangements for the second-level organisation 
and this is especially important for state-owned or local government- 
owned trading enterprises. 

e The arrangements for the appointment of the chief officials of the second- 
level organisation both members of any board and other senior officials. 

e The content of service level or performance or oversight agreements 
between the first and the second-level organisations, including for state or 
local government-owned enterprises, the financial arrangements and 
financial expectations for the enterprise: specific conditions should apply 
where an organisation provides services both to the public and to the pri- 
vate sector; the ministry of finance (or another appropriate central minis- 
try) may specify the financial returns which should be expected from 
state-owned enterprises. 

e Where a state-owned or local government—owned enterprise operates in 
competition with the private sector it should be required to operate in such 
a way that it does not undermine the development of the private sector: 
this would be, for example, by ensuring that in developing its pricing 
structure a notional cost of capital was included, that it took into account 
commercial risk and that no cross subsidy existed between services and 
activities provided for the public sector and those provided for the pri- 
vate sector. 

e Where a second-level organisation earns income, whether a trading organ- 
isation or not, the second-level organisation should not be permitted to 
treat any such income as private to itself and therefore outside the controls 
applying to public sector income. 

s The arrangements for the making of payments (fees, salaries, and expenses) 
for members of the governing body of the second-level organisation. 

e ‘The financial reporting standards that are to apply to state- and local gov- 
ernment—owned enterprises; these should be those that would be expected 
to apply to private sector enterprises operating within the country. 

ə The content of the formal annual report of the chairman and/or chief exec- 
utive of a state- or local government—owned trading organisation and such 
a report should be a public document. 
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e The external audit arrangements for state- and local government-owned 
enterprises. 


Parliament should have the ability to scrutinise the operations of second- 
level bodies and be able to call the management to account as part of the 
scrutiny arrangements. 

No second-level organisation should be permitted to agree its budget 
directly with the ministry of finance and ultimately with parliament, apart 
from those with a judicial authority and the state auditor. This is the practice 
in some countries but with PFM/IC all communications with the ministry of 
finance should be through the first-level organisation. Budgetary information 
about second-level organisations should be incorporated into the relevant 
first-level organisation budget which in turn should provide appropriate 
reports to parliament identifying the budgets for the second-level organisa- 
tions controlled by the first-level organisation. If there are to be any excep- 
tions these should be specifically agreed with the parliament. 

With non-market second-level organisations the minister of finance should 
ensure that first-level controlling organisations satisfy themselves that the 
objectives and performance standards of the second-level organisation are 
consistent with their own and that they monitor the performance of the 
second-level organisation during the year. 

The ministry of finance should ensure that a periodic review process exists 
to determine whether the second-level organisation should continue in 
existence. 


5.3.9 PFM/IC: Securing the Managerial and Technical 
Capacity: Advice and Training 


A particular responsibility of the department within the ministry of finance 
responsible for the application of PFM/IC will be to provide advice on mana- 
gerial questions and technical support to line ministries and local govern- 
ments. Examples of the type of advice that may be required include on 
managerial structures, delegation, and managerial accountability arrange- 
ments and on the management of relations with second-level bodies. Technical 
advice could include the specification and utilisation of financial information 
and for finance officials on budgetary, financial, cost and management 
accounting and on longer-term financial forecasting. 

Civil servants will require training to help them develop the managerial 
skills that will be required. Heads of finance will require training to develop 
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the skills needed to support a managerially oriented public administration. 
Skilled managers and finance officers are in short supply especially in the pub- 
lic sectors in many countries. This indicates a serious need to accompany the 
PFM/IC reform with the development of appropriate training programmes. 
Such training can be expensive, but the issue is ‘no training, no management’. 
(Note: this is NOT about training in the bureaucratic requirements of the 
COSO internal control arrangements.) The department responsible for the 
application of PFM/IC should not be expected to deliver such management 
and financial training but in conjunction with the organisation responsible 
for public administration/civil service reform should specify what is required. 
The training itself should be undertaken by an expert training organisation 
such as a local university and almost inevitably would require that training 
organisation to develop specialist post graduate courses. So far as finance off- 
cer training is concerned, such officials would require a basic training in 
accounting and economics, and they would need advanced training to develop 
the competencies set out in Sect. 5.2.5. The department responsible for the 
application of PFM/IC may specify what the training should cover but as 
with management training, the programme of training should be provided by 
a university or a similar training institution such as a professional accoun- 
tancy body. 

There is another aspect of training that is frequently overlooked and that is 
the training of parliamentarians and especially those involved in the scrutiny 
processes. Parliamentarians will need advice on the impact of PFM/IC and 
how it will affect the construction of the budget, the management of public 
services, the distribution of responsibilities between the members of the gov- 
ernment and the civil service and the arrangements for accountability and 
transparency. Without such training there is a risk that parliamentary scrutiny 
will continue along traditional lines and that too, over time, at least, will affect 
the success of the PFM/IC reform. 


5.3.10 Encouraging Managerial Initiative: A Need 
to Review Penalty and Inspection Arrangements 


Test 8 in Chap. 4 identified a need to review the penalty, inspection, and sanc- 
tion arrangements affecting civil servants and local government officials and 
the way in which inspection arrangements operate. The minister of finance 
should assess whether such arrangements remain appropriate in an environ- 
ment where delegation and managerial accountability are such a key element 
in reform. This is because current civil service laws as well as existing 
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inspection and penalty arrangements can act as a barrier to the exercise of 
initiative, and the delegation of responsibility. They can lead not only to 
financial penalties but also to disciplinary action being taken against a civil or 
local government official for making what some critics may regard as a wrong 
judgement. This is even though such a judgement has been made in confor- 
mity of all the relevant rules and regulations. This can occur where, for exam- 
ple, a political official takes a different view from that of the decision making 
appointed official. However, where the bureaucratic arrangements follow 
Weberian principles, civil service officials should be protected from political 
sanction. However, quite properly, civil or local government officials should 
be subject to disciplinary arrangements, and even to criminal investigation for 
wrongful acts, abuse of power, a failure to act in the public interest or actions 
which cause damage to public assets. The code of conduct affecting public 
officials should not expose officials to undue sanctions or pressure when mak- 
ing decisions under the delegation arrangements developed as part of the 
PFM/IC reform.'° 

A very useful paper’! has been published which examines how a regime of 
penalties or sanctions for breaching public financial management (PFM) laws 
and regulations can be designed to increase compliance with these laws. It 
advocates that designers of penalty regimes should have regard to five princi- 
ples, that is: 


Principle 1: Sanctions should be applied fairly, consistently, and impartially. IF 
this principle is not applied, the sanctions regime may be per- 
ceived as unfair, or designed to protect powerful elites. The regime 
will lose credibility, and the incentives to comply with sanctions 
are likely to be weakened. 

Principle 2: Sanctions should be proportionate to the severity of irregularities. If 
harsh sanctions, such as imprisonment, can be imposed for minor 
irregularities, the regime may be used to target political oppo- 
nents, especially in countries where corruption in the public 
administration is widespread. 

Principle 3: Sanctions should be applied with a high probability of detection. 
Compliance with the regime may be reduced if wrongdoers know 
that irregularities are unlikely to be detected. 


10See, for example, Liabilities and discipline of civil servants By Francisco Cardona—SIGMA 2003: 
http://www.sigmaweb.org/publications/37890790.pdf 

! Do Sanctions Improve Compliance with Public Finance Laws and Regulations? Allen and Koshima: 
Public Budgeting & Finance: 10 July 2018: https://doi.org/10.1111/pbaf.12197 


194 N. Hepworth 


Principle 4: Sanctions should be imposed transparently. Even if all the principles 
noted above are satisfied, a sanctions regime will only be effective 
if information is published on the irregularities that have occurred 
and the sanctions imposed. 

Principle 5: The design of the sanctions regime should reflect that wrongdoers do 
not always react rationally to the possibility of being detected. Several 
criminological studies have proposed a ‘tipping point’ theory, in 
which a sanctions regime has a non-linear relation with a reduc- 
tion in the number of irregularities. If the frequency of penalties 
exceeds the tipping-point, the number of irregularities tends to 
increase ... In the context of PFM systems, this theory suggests 
that imposing more sanctions will not necessarily have a positive 
effect on compliance. 


5.3.11 Financial Regulations and Other Advice 
to Be Issued by the Minister of Finance 


Many governments through the minister of finance have issued a set of finan- 
cial regulations which determine how specific financial transactions are to be 
dealt with. Such financial regulations ought to be issued and reviewed regu- 
larly by ministries of finance in conjunction with line ministries and local 
governments. These regulations could be significantly affected by the intro- 
duction of PFM/IC and the decision to introduce this reform should stimu- 
late review. For example, because a feature of this reform is that delegation 
and managerial accountability are developed, this will impact upon existing 
financial regulations if there is no recognition currently of the existence of 
these features. Again, advice could be provided through the financial regula- 
tions on the scope that could be granted by individual ministers or other 
senior officials, such as state secretaries, for the delegation of the approval of 
contracts and invoice payments, depending upon the size, complexity, and 
sensitivity of the transaction. 

The coverage of those regulations is summarised in an annex to this chapter. 
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5.4 Sustaining the Reform 


5.4.1 The Minister of Finance and the Timescale 
for Application 


As was indicated previously, because of the fundamental nature of the reform 
the timescale for application is likely to be lengthy. In Chap. 4 there was a 
discussion about timing. In summary, ministers of finance ought to envisage 
at least 10 years from the development of the policy to actual application 
although in reality, financial management and internal control reform is an 
ongoing process as new experience is gained, new ideas developed and opera- 
tional circumstances change. Exactly how long the initial application process 
will take though depends upon the starting point. Thus, if there is already a 
developed managerial culture with extensive delegation of decision making 
authority and developed managerial accountability processes, the timescale 
could well be much shorter. Again, where management accounting (including 
costing) has already been developed then this too will permit a shorter initial 
application period. What could also be an important factor in the time period 
is the extent to which both management training and accounting technical 
skills require developing. The length of time required to introduce PFM/IC 
will also depend upon whether other public financial management reforms 
are being introduced at the same time. For example, where accrual accounting 
is being introduced, this will have a significant impact upon the management 
accounting arrangements, upon financial and budgetary control and upon the 
responsibilities of management. Accrual accounting is both a technical and a 
managerial reform, if properly introduced. Application of both reforms at the 
same time, if the needs of both are to be properly considered will be delayed. 
Again, the same applies where programme budgeting is being introduced as 
well as the PFM/IC reform. Whilst these are complementary reforms devel- 
oping them at the same time will stretch out of the reform timetable. 

Another factor affecting the length of time the reform will take to apply 
will be the timetable for the reform of public administration. 

Too many reforms undertaken in parallel also risk overstretching the 
resources of the ministry of finance and those departments or ministries 
responsible for civil service or public administration reform. 
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5.4.2 The Need for a Consistency of Approach over Time 
and for Consensus Between Different Strands 
of Political Opinion 


Because of the length of time that it will take to introduce the PFM/IC reform 
ideally an agreed approach supported by all strands of political opinion, 
should be adopted. An important responsibility of a minister of finance would 
be to encourage this ‘cross-party’ support. Consistency in the reform policy 
over time will be an important factor in securing effective delivery in the 
shortest possible timescale. Even though a government may still remain con- 
trolled by the same political group(s) individual ministers may change. In 
such circumstances ministers of finance should recognise that there is a real 
risk that approaches to the application of PFM/IC may also change. Therefore, 
a minister of finance should ensure that arrangements do exist to secure con- 
sistency over time. Parliamentary oversight of the reform could also secure 
consistency of support and stimulate application especially where there is a 
regular change to elected officials. 

In some countries the administrative and managerial arrangements within 
a ministry are governed by a ministerial decree issued by a minister and those 
issued by one minister may not be automatically continued in force without 
the specific authority of a new minister. Such a decree is unlikely to challenge 
the principle but may affect how the PFM/IC reform is applied in practice. 
The minister of finance has a responsibility to ensure that this situation does 
not occur, and this can be achieved in several ways. One would be regular 
assessments by the cabinet of ministers of progress in the application of the 
reform. A second would be by legislation requiring that ministerial decrees 
affecting the application of PFM/IC were approved by the ministry of finance 
(perhaps by the department responsible for the application of PFM/IC on 
behalf of the minister of finance). A third would be by a legislative require- 
ment that ministerial decrees affecting the application of PFM/IC had no 
effect unless they were agreed with the ministry of finance. Or alternatively, 
by some combination of these approaches! 


5.4.3 The Ministry of Finance and Annual Arrangements 
for the Review of the Impact of PFM/IC 


Annually line ministries and local governments should prepare a formal state- 
ment explaining how they have applied PFM/IC and its effectiveness, includ- 
ing what has gone wrong, identifying failures to meet objectives and 
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performance standards and obiectives, and vvhat corrective actions have been 
taken. "This statement could also incorporate information about the risk 
assessment arrangements, including information about the types and level of 
risk that the organisation is willing to accept (the ‘risk appetite’). (See Chap. 11 
for a detailed discussion about risk.) If this statement about the application of 
PFM/IC did not incorporate the information about risk, then a separate 
statement should be published. This statement should be signed both by the 
head of operational management and by the political head of the organisa- 
tion. (A full description of such an annual statement, a statement of internal 
control, is included in Chap. 13.) 

This is potentially a very important statement for a ministry of finance to 
consider. It should provide valuable information about the quality of PFM/IC 
within an organisation. Ideally this statement before it is issued should be 
reviewed by internal audit and following publication by external audit. The 
ministry of finance ought to consider the content of this annual statement 
and this should affect this ministry’s view of the quality of the PFM/IC 
arrangements applying not only in a particular organisation, but as all line 
ministries and local governments should prepare such a statement, including 
state-owned enterprises, more generally across the public sector. (The depart- 
ment responsible for the application of PFM/IC should have the responsibil- 
ity to prepare a report of findings from these statements.) 

"The ministry of finance should issue guidance on the content of such state- 
ments. These statements should be publicly available and ought to be submit- 
ted to parliament as a feature of the accountability and transparency 
arrangements. When submitted to parliament they should normally form an 
element of the annual report which all public organisations ought to prepare, 
and which should be subject to review by the state auditor. 

So far as local government is concerned a minister of finance should ensure 
(subject to individual country constitutional arrangements) that individual 
local governments also make public annually such a statement including for 
local government—owned enterprises. 


5.5 Summary 


The minister of finance has the principal responsibility for securing the effec- 
tive application of PFM/IC. The ministry of finance is the ‘mechanism 
through which this responsibility will be exercised and the benefits achieved. 
The main aims of the reform are to secure the delivery of policy with the 
achievement of the objectives of a line ministry or local government, to do so 
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efficiently and effectively and to improve governance, transparency, and 
accountability. The driving force for the application of the reform should be 
the minister of finance together with the state secretary who should be sup- 
ported by a specialised implementation department. 

Because the PFM/IC reform is primarily a management reform a key min- 
ister of finance responsibility is to ensure that coordination exists between 
those responsible for public administration (or civil service) reform and the 
staff of the department in the ministry of finance responsible for the PFM/IC 
reform. The minister of finance should also recognise the broad impact the 
reform will have upon many of the responsibilities of the ministry of finance. 
In particular, the introduction of PFM/IC will affect or complement: 


1. Budgetary reforms such as the introduction of programme, performance, 
and other developments in budgeting. 

2. The structure of budgets because of the need to recognise budgets as an 
important operational management tool as well as an economic manage- 
ment/budgetary control tool and therefore the structure of the budget 
should take into account not only the needs of the ministry of finance but 
also the needs of the managers in line ministries and local governments. 

3. The form of the control exercised by the ministry of finance over budgets 
and in particular over variations to budgets during the year (i.e. virement). 

4, The development of management and cost accounting to provide manag- 
ers with the information they need to enable them to make judgements 
about efficiency and effectiveness both in income collection and in expen- 
diture. This will affect the development of individual organisation coding 
structures. Managers should be able to determine how costs should be 
allocated for management purposes whilst at the same time continuing to 
provide the information the ministry of finance needs for budgetary con- 
trol and statistical purposes. 

5. The budgetary arrangements which should have a focus on the achieve- 
ment of objectives, performance standards and performance objectives, 
that is, to the achievement of outputs within prescribed budgetary ceilings. 

6. Responsibility for detailed budgetary control in the delivery of opera- 
tional objectives and performance standards, within any constraints spec- 
ified by political leaders in determining policy and the strategy for 
applying that policy, will shift to individual managers within line minis- 
tries and local governments from the ministry of finance with the latter 
retaining responsibility for overall control. 

7. The approach to efficiency and effectiveness in the collection of income 
and in the delivery of public services and activities. 
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8. Lead toalonger-run concern for the financial resilience of the organisation; 

9. Cash flow controls may also need to be revised so that management has 
more scope to meet objectives, to deliver performance standards and per- 
formance objectives as well as ensuring that arrears of payments to suppli- 
ers do not occur. 

10. The arrangements for the relationships between first- and second-level 
organisations, whether agencies or state-owned enterprises, which will 
need to become more disciplined with the minister of finance issuing 
guidance of these relationships. 

11. The issue and up to date maintenance of a set of financial regulations 
which define how the financial affairs of line ministries and local govern- 
ments are to be managed. 

12. The status and responsibilities of a head of finance because of their addi- 
tional responsibilities which should include acting as advisers to manag- 
ers and providing leadership throughout the organisation on financial 
matters. Where organisations have established ‘management teams’ the 
head of finance should be a member of that team. The added responsibili- 
ties of the head of finance potentially expose that person to greater risk 
and criticism and the minister of finance may feel as a result that the 
ministry of finance should coordinate the development of the finance 
function and become involved in proposals to appoint or dismiss 
finance officers. 

13. Delegation and managerial accountability, cornerstones of PFM/IC, 
which require managers to make judgements in the delivery of objectives. 
Inevitably this involves risk but the present administrative laws, financial 
inspection and penalty arrangements may act in such a way as to inhibit 
the development of managerial capacity. The minister of finance should 


review all such laws and arrangements to ensure that they are compatible 
with the development of PFM/IC. 


"The minister of finance should ensure that internal control arrangements exist 
in conformity vvith its guidelines and that it assesses annually the quality and 
adequacy of line ministry and local government compliance. Line ministries 
and local governments should be expected to prepare an annual statement 
setting out how well the internal control mechanisms have performed during 
the year including failures and deficiencies (such as not meeting objectives 
and performance standards) and the corrective actions that have been taken. 
A critical feature in the success of the PFM/IC reform will be the ability of 
the prime minister or other head of government supported by the minister of 
finance to convince fellow ministers of the need for this reform and the 


200 N. Hepworth 


benefits that will flow from effective application. The minister of finance will 
consequently require a capacity to challenge the arguments of those who wish 
to retain traditional arrangements. 

The reform is a long-term reform. An important responsibility of the min- 
ister of finance is to maintain the momentum of the reform over time and to 
ensure that it has widespread political support, that is, local ownership of the 
reform. A key to maintaining the momentum of the reform will be the estab- 
lishment within the ministry of finance of a well-resourced and expert special- 
ist department responsible for the detailed introduction and development of 
PFM/IC. This department should have equal status to other ministry of 
finance departments. 

The benefits from the application of the reform are substantial but there are 
costs that will offset some of those benefits. However, if the reform is not 
properly applied and is regarded simply as a technical financial control reform 
focussed on introducing additional bureaucratic procedures the benefits of 
the reform will not be achieved. 


Annex 
The content of financial regulations affecting transactions should include: 


e accounting procedures and details of budget preparation; 

e the powers and duties of internal audit; 

e arrangements for the issue of orders for work, goods and services and pay- 
ment of accounts; 

e extent to which delegation of responsibility for the issue of contracts can 
be authorised and the procedures which should be adopted with such 
arrangements; 

e arrangements for and limitations on the payment of expenses to civil and 
local government officials; 

e arrangements for and limitations on the payment of expenses to elected 
officials and other politically appointed officials; 

e arrangements for the payment of salaries, wages, pensions, travelling and 
subsistence allowances and financial loss allowances; 

e arrangements for the collection of income, that is taxable and other income, 
including an assessment of the distribution of subsidies where income is 
designed primarily to recover costs including writing-off of bad debts; 

e security of assets; 

e insurance; and 

e banking arrangements. 
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"They may also cover arrangements for the: 


e certification and payment of accounts; 

e control of income; 

e custody of stores and stores accounts; 

e imprest accounts; 

e procedure for making insurance claims; 

e management of trust funds or similar funds on behalf of third parties; and 

e how budgetary and financial control should be applied within ministries 
and local governments. 


"The regulations may also include requirements about consultation with the 
head of finance: 


e where circumstances exist or decisions are being made which may result in 
the incurring of financial and other risks; 

e over policy decisions where there will be an impact upon the finances of the 
organisation; 

e about the arrangements for the assessment of efficiency and effec- 
tiveness; and 

e the arrangements for the preparation of the annual statement of inter- 
nal control. 
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Risks and Unintended Consequences 
of the Reform 


As with many reforms there are risks and unintended consequences. These 
can affect the level of benefits that may be achieved and the utilisation of 
public resources causing actual losses through corruption or other forms of 
misuse of public resources as well as a misdirection of resources. Failure to 
achieve objectives and performance standards may also be an unintended con- 
sequence. Pressure may also emerge to either abandon the reform or focus on 
the bureaucracy of the reform rather than its managerial substance because it 
will impact upon individual responsibilities and the distribution of responsi- 
bilities and power within and between organisations. Those who feel they 
have lost may wish to regain that power and those responsibilities or they may 
not feel that the new managerial environment is appropriate for their organ- 
isation, or indeed country. A responsibility of the head of the government 
(prime minister or president) and the minister of finance is to ensure that 
regard is had to these potential risks and unintended consequences that might 
arise. This chapter suggests some areas where these phenomena could emerge. 


6.1 The Background to Risk 
and Unintended Consequences 


6.1.1 Definitions 


What constitutes risks and what are unintended consequences in the context 
of the PFM/IC reform? Risks arise from not addressing adequately the nature 
of the PFM/IC reform and in not addressing the management as well as 
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technical considerations. These risks may also arise from the approach of 
donors where they are driving the reform as well as from internal actors 
involved in the reform. The most important of those risks is that a country 
ends up with a ‘fake’ or ‘non-reform’, leading to higher costs with little or no 
benefits plus the costs and disruption caused by seeking to impose a reform 
that may be inappropriate for a country at this particular time given its cur- 
rent circumstances. As has been shown in earlier chapters if this reform is to 
be undertaken properly, it is a major reform with a very large ‘to do’ list of 
activity to be undertaken over a long period of time. This all adds to risk. 

Unintended consequences are those consequences that result from the 
reform being applied correctly, but still having unforeseen effects. An example 
would be that as budgetary and financial controls are relaxed to allow manag- 
ers greater scope to make decisions to improve efficiency and effectiveness the 
traditional ‘checks and balances’ are not replaced by ‘checks and balances’ 
attuned to the changed operational environment and decisions are made 
which result in consequences that undermine the benefits of the reform. 

Donors and others advising on the reform should bear in mind that this 
reform is a major reform and that many developing and transition economy 
countries may not have the administrative and technical capacity to under- 
take all aspects of the reform and therefore the risk of unintended conse- 
quences is that much greater. 


6.1.2 Causes of Unintended Consequences 


In 1936, Robert K. Merton, the American sociologist listed five possible 
causes of unintended or using his terminology, unanticipated consequences.’ 
"The five are as follows: 


First—ignorance. It is impossible to anticipate everything, thereby leading to 
an incomplete analysis. 

Second—incorrect analysis of the problem or following habits that worked in 
the past but may not apply to the current situation. 

Third—immediate interest, which may override long-term interests. 

Fourth—basic values may require or prohibit certain actions even if the long- 
term result might be unfavourable. These long-term consequences may 
eventually cause changes in basic values. 

Fifth—a self-defeating prophecy. Fear of some consequence drives people to 
find solutions before the problem occurs, thus the non-occurrence of the 
problem is not anticipated. 


' Sociological Review Vol. 1, No. 6 (Dec., 1936), pp. 894-904 (American Sociological Association). 
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Introducing PFM/IC, as has been said, is a major reform and as with all 
major reforms the possibility of risks emerging and of unintended conse- 
quences is greater and potentially more damaging than with lesser reforms. 
Not the least of these risks is that as the PFM reform will result in changes to 
existing power structures within and between organisations inherent pressure 
will exist, at least for a considerable period of time, for those who perceive a 
loss of power to seek to recover that loss by one means or another (see De 
Geyndt, Chap. 1).? Consequently, a risk for a minister of finance is that the 
reform may not be properly or fully applied in individual organisations or 
may have consequences that were not anticipated. The factors that ought to 
be taken into account in deciding whether or not PFM/IC is an appropriate 
reform have been explained in previous chapters but they may be summarised 
as: culture; relevance to the country’s own administrative and organisational 
structures; appropriateness given the current circumstances in the country, 
including levels of fraudulent and corrupt activity; and the quality of manage- 
ment. If these are not fully taken appreciated in the processes of reform there 
could well be unintended consequences. 

The World Bank has described a set of five principles? to reflect good prac- 
tice in public financial management (PFM) reform, whatever the precise 
nature of the reform. The approach set out in these principles is in the form 
of advice to World Bank staff but is relevant to a minister of finance engaged 
in PFM/IC reform to ameliorate the possibility of unintended consequences 
emerging (but not remove the possibility entirely). The application of these 
principles will militate against potential risks as well as unintended conse- 
quences. The principles are: 


e PEM work should facilitate and encourage country leadership in setting/ 
managing the PFM reform strategy and action plan. 

e PEM diagnostic work should be conducted in an integrated and coordi- 
nated manner, drawing upon the distinct competencies of the [World 
Bank—which may not be relevant for some countries] PFM country team 
and other donors, with the timing and scope determined largely by 
country needs. 

e PEM work should be weighted towards supporting PFM implementation 
reforms and capacity building rather than detailed diagnostic analysis, 


2 See also footnote 18, Chap. 1. 


5 Public Financial Management in World Bank operations: a strengthened approach to enhance develop- 
ment and fiduciary objectives 2004. 
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should add value to Government budget and reform processes, and should 
be aligned with government decision-making cycles. 

e PFM reform work should be framed within a multi-year horizon, sequenced 
around agreed priorities, and built upon a coordinated donor approach. 

e PEM work should be linked to a robust monitoring and evaluation frame- 
work that clearly articulates the gains in PFM system performance that are 
sought or achieved. 


"These principles emphasise the importance of the reform having regard to 
local circumstances and that adopting a reform merely because it represents 
international best practice, as has been pointed out, is a mistake. However, 
these principles are not always followed and, for example, donors, despite 
good intentions, may focus simply upon their own interests and approach. In 
practice, donor support for capacity building can be limited in scope or sim- 
ply focus on the legal and procedural aspects of a reform and ignore the wider 
managerial constraints that go with, in this example, the PFM/IC reform. 

An international programme designed to measure improvements in public 
financial management is the PEFA* framework. However, whilst this is a very 
useful tool countries should recognise that it is a one dimensional metric and 
does not have regard to the quality of public expenditure, yet a focus of PFM/ 
IC is upon quality. PEFA does not attempt to assess the quality of the mana- 
gerial structures affecting public financial management. 

An article by Polzer et al. in their analysis of the application of the interna- 
tional standards of public sector accounting drew out issues which have simi- 
lar characteristics to those which would apply with the application of PFM/ 
IC, that is, 


the hesitation amongst politicians to give up their budgetary control and their 
attempt at maintaining dominance in public sector decision-making has in 
many developed countries resulted in extending uncertainty in the diffusion 
trajectory of ACC.A [accrual accounting] at the implementation phase. 


And again: 


[T]he forceful adoption of IPSASs in many African countries, as part of com- 
plying with the WB’s [World Bank’s] lending conditionality, has resulted in 


“PEFA: Public Expenditure and Financial Accountability Framework: “The PEFA program provides a 
framework for assessing and reporting on the strengths and weaknesses of public financial management 
(PFM) using quantitative indicators to measure performance.” (Quote from the PEFA website: https:// 
www.pefa.org/about.) 
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disastrous results, promoting the rise of corruption, patronage politics and neo- 
patrimonialism (Hopper et al., 2017). For instance, in their study of IPSASs in 
Nigeria, Bakre et al. (2017) have demonstrated how the adoption of these 
IPSASs enabled the politicians to conceal widespread patronage and corruption 
in the sale of government properties. A similar situation has been experienced in 
Benin where IPSASs and other public sector accounting reforms have provided 
a space for clientelism, corruption and patronage to flourish rather than leading 
to any improvements in governance and accountability (Lassou, 2017). It is 
concluded that ‘decoupling appeared to be facilitated or prompted by the pre- 
vailing neo-patrimonial governance system wherein implementation decisions 
are taken in informal settings underpinned by a culture of secrecy.’ (Lassou, 
2017, p. 502)5 


6.1.3 Reducing the Potential for Risks 
and Unintended Consequences 


To achieve effective change the minister of finance with the ministry state sec- 
retary, will need to prepare carefully for the introduction of the reform. As has 
been pointed out in Chap. 5, to do that the minister of finance and the state 
secretary ought to consult widely about the PFM/IC reform and endeavour to 
ensure that it is not perceived as being imposed. In other words, ‘local owner- 
ship, which has been pointed out as necessary in earlier chapters, is equally 
important to reduce risks and unintended consequences. “Local ownership’ 
means involvement in the design, staffing, and funding of the reform and it can 
also mean instead of launching an entirely new system, building upon what 
currently exists, identifying the weaknesses and correcting these because other- 
wise these may merely repeat themselves in any reformed system (see Chap. 9 
on the need for a strategic analysis of and plan for the reform before implemen- 
tation). The ‘tone at the top’ in each organisation should be one of commit- 
ment to the reform. The point also has been made previously that, because of 
the wide ranging nature of this reform, in turn this means that both politicians 
and appointed officials (civil service and local government officials) should be 
involved in the discussions about its application and the commitment of top 
and senior officials is essential to success. However, in general the wider the 
consultation process the better and limiting consultation to just a single group, 
such as finance officers or even to the top political and civil service and local 
government officials, in an organisation would be a mistake as would a ministry 


” These quotations have been taken from “Does your walk match your talk?” Analyzing IPSASs diffusion 
in developing and developed countries: Polzer, Garseth-Nesbakk, Adhikari: International Journal of 
Public Sector Management Vol. 33 No. 2/3, 2020, pp. 117-139. 
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of finance deciding to apply the reform without consulting other ministries 
and public organisations. Also, because this is a reform impacting upon both 
technical and managerial arrangements, consultation may be extended to oth- 
ers, such as academics, where they may have specific experiences in both these 
areas. In some circumstances consultation may also be extended to civil society. 
These different consultees will have different views and they will bring different 
perspectives to the reform. These views should affect how the reform is to be 
applied. What this consultation process will also do is to provide the minister 
of finance with an indication of from where the risks to the reform and the 
nature of those risks, is likely to emerge as well as the possibility of unintended 
consequences. This will provide an essential underpinning of the reform. This 
emphasis upon wide consultation is quite contrary to the approach of many 
transition and developing economy countries which is to regard this reform as 
wholly a ministry of finance reform with only those who should be consulted 
being the finance officers within public organisations. This reflects that the 
reform, in practice, is perceived of as just a technical financial reform. 


6.1.4 Protecting Against Risks and Unintended 
Consequences, Including a Role for Internal 
and External Audit 


The minister of finance and the ministry state secretary should be aware that 
introducing PFM/IC, as with many other reforms, may result in added or 
different risks from those that have existed prior to the reform as well as unin- 
tended consequences. Risks to some extent can be foreseen and planned for 
but obviously, by definition, unintended consequences will be difficult to 
foresee. However, these officials should be aware of the possibility of such risks 
and unintended consequences occurring and therefore should ensure that 
within the ministry of finance a resource capability exists to monitor the pos- 
sibility of risks emerging and be able to respond should unintended conse- 
quences emerge. Also, by envisaging how and why risks and unintended 
consequences might develop precautionary steps could be taken to protect 
against their emergence. That resource capability would largely (but not 
wholly) be expected to be a responsibility of the specialist department of the 
ministry of finance established to support the state secretary with the imple- 
mentation of the reform. 

There does exist though a potential additional resource capability to assess 
the quality of application and that is the state auditor. The state auditor has an 
important role in not only auditing the financial statements but also assessing 
the quality of the financial systems which underpin those financial statements 
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and for reviewing the efficiency and effectiveness of public expenditure and 
the use of public resources as a contribution to improving public value. This 
should include the PFM/IC reform and particularly the regulatory framework 
governing the reform. The head of the department responsible for the applica- 
tion of PFM/IC should cooperate with the state auditor, taking into account 
the advice that the auditor is able to offer. That advice offered in an indepen- 
dent manner could well help to reduce the level of potential risk and unin- 
tended consequences. 

As this is a major reform covering a wide range of factors one unintended 
consequence is that of ‘reform fatigue’. Those responsible for the application 
of the reform should take this into account in the planning for the reform. 
That will mean that the reform programme probably should be broken down 
into identifiable stages so that clear assessments of progress can be defined and 
judgements made about the successes and problems which have emerged or 
may be emerging. 

With PFM/IC the control exercised through the managerial accountability 
arrangements is internal to the organisation and allows for the exercise of 
increased discretion by internal management. As has been pointed out earlier, 
this changes the framework of external control exercised particularly by the 
ministry of finance, but also some other central organisations. The role of the 
ministry of finance and other central organisations with PFM/IC is to set the 
guidelines and to create the conditions in which the management of those 
organisations responsible for the delivery of public services can do so efficiently 
and effectively and meet their objectives and performance standards. Assuming 
that the PFM/IC reform has been properly applied there remains a possibility 
that the changed role of these central organisations may result in the unintended 
consequence that the managements of line ministries and other public organisa- 
tions may take actions which can be disadvantageous to the government and/or 
add to risk through, for example, inappropriate contracting and procurement 
arrangements, the accumulation of debts, weak income collection arrangements 
or make poor investment decisions and adopt policies that have unforeseen con- 
sequences. To reduce the possibility of this occurrence, although it cannot be 
removed entirely, the ministry of finance and other central organisations should 
balance the freedoms that PFM/IC requires with a strong regulatory type frame- 
work which would prescribe how certain activities were to be undertaken, the 
roles and responsibilities of different officials and the managerial and account- 
ability context in which decisions were to be made, reviewed, and accounted for. 

Therefore, accompanying the decision to adopt PFM/IC should be a review 
of existing regulations covering the following areas, or if no such regulations 
presently exist, such regulations should be developed, that is, 
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e Codes of practice governing the actions and behaviour of politicians and 
senior civil servants (and local government officials) 

e Managerial accountability arrangements, including rules about the delega- 
tion of authority for decision making and reporting arrangements 

e Contracting and procurement 

e Investment decision making 

e Financial transactions and all aspects of financial activity (see also Chap. 5 
and the annex to this chapter on the content of the financial regulations) 

e Risk management, including both systems risks and managerial risks 

e Corporate governance arrangements 


Review of such regulations, where they currently exist, should be one of the 
first actions to be undertaken by those responsible for the development of the 
PFM/IC policy. The head of operational management in each public organ- 
isation should be responsible for ensuring that such regulations are properly 
followed within the organisation. 

There would also be consequential effects upon the role and responsibili- 
ties of internal audit which should help to limit unintended consequences. 
These effects would not change the international internal audit standards 
but they would affect their application. For example, those standards refer 
to the ‘chief audit executive’ having ‘direct and unrestricted access to senior 
management and the board’. (These terms need to be interpreted in the 
context of the governance arrangements within each public sector organ- 
isation in a country.) In some countries this requirement is interpreted as 
the internal auditor should report directly to the political head of the 
organisation rather than to the chief operational management official such 
as a state secretary. The point has been made elsewhere in this guide that 
with PFM/IC there should be a clear distinction between the political level 
of management and its responsibilities for policy setting and strategy along 
with the overall supervision of operational management from responsibili- 
ties for operational management, including policy execution. This latter 
should be the responsibility of the civil or local government service officials 
under the authority of the head of operational management (i.e. the state 
secretary or equivalent). The internal auditor should therefore, in the nor- 
mal course of internal audit reporting, report to the head of operational 
management with the application of PFM/IC rather than directly to the 
political head of the organisation. The only exception to this should be 
where the internal auditor felt that such were the circumstances that to 
report to the head of operational management would be inappropriate. The 
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reporting arrangements would be different again where an audit committee 
existed or where some form of board arrangement existed responsible for 
operational management. In such circumstances the auditor should also 
report to the audit committee or to the board (where one existed). This 
means that the internal auditor should have a clear understanding of the 
roles of the different officials with the application of PFM/IC, that is, the 
roles of the political head of the organisation, the head of operational man- 
agement, the head of finance and where one exists, that of the audit com- 
mittee, a board and other key officials or relevant decision-making groups 
as well as how they relate to each other. 

This regulatory framework developed to accommodate PFM/IC should be 
designed to ensure that these organisational structures and arrangements 
which are fundamental to accountability and governance are strong enough to 
withstand the pressures upon them that will undoubtedly emerge and which 
could lead to unintended consequences. These could include, for example, 
pressure from politicians or from senior operational management to present 
results in a manner that may be regarded as politically or managerially attrac- 
tive but which do not actually demonstrate the reality of the situation, or to 
take short-term decisions where a longer-term approach would be more 
appropriate. Another potential area of weakness (i.e. risk and unintended 
consequence) is likely to be in the relationships between first and second level 
bodies and as is shown in Chap. 12 in the need for robust agreements between 
such bodies to determine the areas of competence of the second level bodies, 
the arrangements for their management and governance and the financial 
parameters within which they are to work. 

Unforeseen consequences could also arise from pursuing policies that may 
apparently achieve the result intended but which have other effects that were 
not envisaged. In this circumstance the procedures may have been correct but 
the initial analysis leading to the policy decision was inadequate. The regula- 
tory framework could not be expected to cover such unintended consequences 
which may always be a possibility, particularly given the complexity and wide 
ranging effects of many public service decisions. Consequently, the account- 
ability and governance processes should provide for systematic arrangements 
for policy review. Again, this would impact upon the role of internal audit 
given the definition of internal audit as: “Internal auditing is an independent, 
objective assurance and consulting activity designed to add value and improve 
an organisation's operations. It helps an organisation accomplish its objectives 
by bringing a systematic, disciplined approach to evaluate and improve the 
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effectiveness of risk management, control and governance processes.”” The 
consulting services of internal audit which should be designed to add value 
and improve an organisation’s governance, risk management and control pro- 
cesses with the application of PFM/IC should provide a facility to advise 
operational management on the types of risk that the PFM/IC reform could 
generate, including those that might lead on to unintended consequences. 

Again, those responsible for the regulatory framework should ensure that it 
is properly monitored. This should be by the department responsible for the 
application of PFM/IC and could be a feature of an annual review being 
treated as an aspect of the proposed statement of internal control (see Chap. 
13). That regulatory framework should also be subject to review by the state 
external auditor. 

In Chap. 5 the point was made that the ministry of finance state secretary 
should be confident that a robust financial management structure exists 
within individual line ministries and other public organisations and that those 
responsible for that structure (the head of the civil service within the organisa- 
tion and possibly also the head of finance) have a specific personal responsibil- 
ity to object where decisions are proposed to be taken which are contrary to 
regulatory requirements or which potentially add to financial risk. (That 
objection may be simply made internally within the organisation or in some 
countries to an external authority. Whatever the arrangements that objection 
should be ‘on the record’.) Internal, and external audit, may have specific 
added responsibilities to report on the circumstances leading to the objection. 

Another important potential source of information which could reveal 
unintended consequences is the assessment of effectiveness. For example, 
where a service impacts directly upon civil society, systematic assessments 
involving civil society cooperation can provide an important source of infor- 
mation about the impact of public service delivery. In the private sector the 
customer determines effectiveness through purchasing decisions. In the pub- 
lic sector, this is usually not possible so a more direct approach to the service 
user, or the service user representatives, may be necessary. 

Following such arrangements will help to reduce the possibilities of risks 
and unintended consequences emerging. However, this author has not come 
across any country which has sought to establish such a framework which is a 
significant weakness in reform arrangements. 


®https://www.iia.org.uk/resources/ippf/definition-of-internal-auditing/. 
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6.2 Examples of Unintended Consequences 


A main purpose of the PFM/IC reform is to ensure that the potential benefits 
become substantive benefits and that unforeseen adverse effects do not occur. 
Those benefits will emerge from the managerial element of the reform and 
unforeseen adverse effects will require management action to overcome them. 

Examples from countries of the failure of reforms to impact upon decision 
making processes and more generally to deliver the envisaged benefits are 
given below. 


Accrual Accounting in the United Kingdom National Health Service 
This study about the application of accrual accounting to the UK National 
study into the Health Service showed that a number of technical reasons 
caused a failure to achieve the benefits of the reform but in addition, and these 
reasons have more general relevance, a number of behavioural issues were 
uncovered, that is: “The first (reason) related to the level of diffusion, that is, 
the spreading of new ideas and the second to the level of organisational cou- 
pling, which reflects the level of communication between those whose activi- 
ties are subject to the new measurement system and those imposing the 
system.” 

The study found that ‘the revised accounting policy ... was not well received 
and had not been diffused throughout the organisation. Implementation at 
the operational level did not occur, as top level management was focussed on 
the satisfying of regulatory requirements.’ This example also showed that in 
slightly different organisational circumstances (i.e. in Northern Ireland), 
‘[iJnformation was retained within the ambit of high-level managements 
rather than being devolved to the day to day users who should have been the 
ultimate drivers of the reform’. 


Introduction of Programme Budgeting in Korea 
The Korea example, showed how a failure to properly address the managerial 
arrangements and managerial requirements associated with the reform meant 
that problems emerged which affected its success. 

What both these examples from the UK and Korea show is that a focus on 
technicalities and not paying enough attention to the managerial environ- 
ment associated with the reform risks losing some, or all, of the benefits. 
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The Use of Targets in the United Kingdom 

A feature of PFM/IC is the emphasis upon the development of measurable 
objectives and performance standards where this is possible and the linking of 
those measurable objectives and performance standards to budgetary avail- 
ability. However, there are potential unintended consequences arising from an 
emphasis upon the use of performance data as targets. An example was well 
illustrated in a review of the use of targets in policing in the United Kingdom:’ 


Numeric targets have seen extensive use in policing for many years, as part of 
both local and national police performance frameworks. The Public Service 
Agreements (PSAs) of the 1990s in particular created a slew of national targets 
in policing and across the public sector more widely. Since then, problems asso- 
ciated with targets such as ‘gaming’ and ‘perverse incentives’ have been well 
documented and targets have gradually been dropped by many [police] forces. 

What has come through most clearly in the review is the difference between 
performance cultures that are narrowly focused on ‘chasing numbers’ to the 
detriment of other aspects—and those that have developed a broader definition 
of performance, which supports evidence-based problem-solving and genuine 
improvement of services. The review has found that while the former was often 
associated with targets, the simple removal of targets by itself does not turn the 
one into the other. Over time, the priorities, processes and behaviours that 
develop under a target-driven regime can become entrenched—and the removal 
of targets alone is not sufficient to effect change. The challenge [police] forces 
face is to develop a performance framework that not only provides a good 
understanding of the business in order to help effective decision making, but 
also enables individuals to be appropriately held to account, whilst ensuring that 
they remain focused on doing the right thing for the public and for victims and 
in an environment where they are empowered to do so. 


What this report illustrates is the importance of wide ranging consultation 
and the need for high-quality management. 

Relying simply on measurable targets can also generate other forms of 
unanticipated behaviour. For example, research has shown that 


linking high-powered incentives to targets will result in improvements in 
reported performance and also in attempts to game the system, such as ‘hitting 
the target and missing the point’. This highlighted two strategic lessons for poli- 
cymakers on when such an approach will and will not result in improved per- 
formance outcomes for public services. First, targets with sanctions can work 
when the targets accurately measure key dimensions of performance that cannot 
easily be manipulated by gaming. Examples include hospital waiting times, 


7The use of targets in policing—Review 2015. https://assets.publishing.service.gov.uk/government/ 
uploads/system/. 
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ambulance response times and school league tables. Second, where targets can 
only be framed as proxies for important dimensions of performance, the manip- 
ulative effects of gaming may undermine their use. An example is policing, 
where the nature of the targets means that pressure to meet them can result in 
such dysfunctional behaviour that performance deteriorates.” 


In those countries where public administrative arrangements are based 
upon a legal tradition, the greatest risk is that the focus of reform will be on 
the bureaucratic arrangements, including any specific legal requirements. As 
has been pointed out, such a focus will not achieve the benefits that the PFM/ 
IC reform is intended to achieve and those responsible for this reform need to 
pay particular attention to this risk, not least to the risk of slipping back into 
a legalistic approach unless that approach can be made compatible with the 
managerial environment implicit in the PFM/IC reform. 

Similarly, people may adjust how they behave (gaming) to the reward and 
penalty system that exists. Such reward and penalty systems which in the 
public sector are often designed for reasons which have nothing to do with 
improving managerial performance, will affect how managers behave. (see 
also Chap. 5). 

What is essential where a culture of meeting targets exists is that an essen- 
tial feature of management is the application of ‘common sense’. 


Accounting Reform in Ghana and Benin and in Egypt, Nepal, and 
Sri Lanka 
An example of unintended consequences of a public financial management 
reform was documented in a recent study which showed that formal govern- 
ment accrual accounting reforms, including the implementation of IPSASs,” 
have been used in two developing economy countries as a facade to hide 
‘patronage and clientelism [which] abound within an informal setting, which 
make adopted accounting rules and procedures redundant; hence the observed 
limited role of accounting in improved accountability, governance, and ulti- 
mately development (e.g. poverty reduction)’. 

This example illustrating the reaction to advanced financial management 
reforms where either strong coordination/support with local management did 
not occur or was inadequate or the purpose of the reforms was not fully 


5 hetp://www.lse.ac.uk/Research/Assets/impact-pdf/public-services-targets-sanctions.pdf. 
TPSASS is an abbreviation for international public sector accounting standards. 


10 Lassou, P. (2017), “State of government accounting in Ghana and Benin: a ‘tentative’ account”, Journal 
of Accounting in Emerging Economies, Vol. 7 No. 4, pp. 486-506. 
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understood has been described in a study investigating the implementation of 
public sector accounting reforms in Egypt, Nepal, and Sri Lanka. This study 
described the factors that affected implementation resulting in ‘resistance, 
internal conflicts and unintended consequences, including the fabrication of 
results, in all three countries without any evidence of yielding better results 
for public sector accountability." 

PFM/IC in some respects has similar characteristics to accounting reform 
in that if properly implemented, as with accrual accounting reform, it does 
devolve power thus reducing detailed central control. Yet few commentators 
or advisers appear to address the managerial consequences of this feature of 
the reform. Again, like accrual accounting, it is also appears relatively easy to 
introduce the bureaucracy associated with the reform, but not achieve the 
substance of the reform. Therefore, the reform can appear to have been applied 
when in practice it has not. (i.e. the ‘fake reform’ syndrome). A minister of 
finance should be very alive to this application risk. 


6.3 Performance Information and Using 
‘Bureaucracy’ as an Indicator of Performance 


In Sect. 6.2 above a reference was made to the possible problems which can 
emerge from a managerial emphasis upon the use of performance informa- 
tion. This showed that the development of performance measures and indica- 
tors is not easy and unless carefully thought through can have entirely 
unintended consequences. A discussion about the issues that should be con- 
sidered is included in a World Bank paper “Defining and Using Performance 
Indicators and Targets in Government M&E [monitoring and evaluation] 
Systems’. The paper makes the point that “İllovv or inadequate use of perfor- 
mance information in management and particularly budgeting is often a 
problem for many indicator systems. Quite frequently this situation signals 
not only problems with performance data availability and quality, but also the 
existence of challenges with political consultation or a lack of buy-in of the 
performance indicators and the types of information produced. Lack of con- 
sultation and validation are often signs of a weak institutional environment, 
which tends to result in indicator “inflation’—too many indicators but a very 


"Unintended Consequences in Implementing Public Sector Accounting Reforms in Emerging 
Economies: Evidence from Egypt, Nepal and Sri Lanka: Adhikari, Kuruppu, Ouda, Grossi, 
Ambalangodage: International Review of Administrative Sciences October 2019. 

2 PREMzotes July 2011 no. 12: https://openknowledge.worldbank.org/bitstream/handle/10986/1106 
1/643870BRI0Defi00Box0361535BOPUBLICO.pdfisequence=1. 
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low rate of utilization—which in turn deteriorates their quality. Officials in 
such environments tend to perceive that information is not a problem; for 
them, information may in fact be abundant, while for others (the producers), 
underutilization of the information they produce provides a very weak incen- 
tive to take data and indicators seriously.’ The final section of this World Bank 
paper ‘emphasises the importance of quality data and processes and the neces- 
sity of tailoring performance indicator systems to match available resources 
and capacities’. Other World Bank information is also available as is informa- 
tion from countries about their use of performance information. 

An evaluation of World Bank projects by the Independent Evaluation 
Group commented: ‘Many of the stories of success were actually limited to 
improvements in better forms i.e., what laws, systems, and processes “look 
like” which were unlikely to have a noticeable positive effect on the overall 
performance of the public sector’. 

This ‘bureaucracy’ is very often the indicator of performance that many aid 
agencies look for when judging the success of PFM/IC reforms, but that is a 
mistake. It is not even a proxy. Another factor regarded by aid agencies and 
other international organisations is improvements in the effectiveness of 
financial and budgetary control. Important though this is, what also matters 
is improvement in the quality of public expenditure and international com- 
parative assessments, such as PEFA/ do not address this. To do this they 
should be looking for the achievement of the benefits or a proxy for that, but 
the problem is that the benefits usually take some time to emerge, that is, 
beyond the end of any aid period. A consequence is that it does mean that the 
external pressure upon those concerned with the application of the reform is 
on the form, rather than the substance, of the reform. The comment about 
‘fake’ reforms (see footnote 1 of Chap. 1) is relevant. Countries engaged in a 
reform process need to recognise that risks and unintended consequences do 
exist. Where they rely upon aid agencies for advice and financial support risk 
and unintended consequences should be taken into account, and that would 
mean for example, being cautious about advice and recommendations that 
focus on the form, rather than the substance of the reform (see Sect. 6.4 below). 

A question that those responsible for the development of the PFM/IC pol- 
icy and for the development of the budget should consider is, in the interests 
of accountability and transparency to what extent should performance indica- 
tors along with objectives be incorporated into the budgetary documents for 


13 Quoted in a report by the World Bank on Malawi: How (Not) to Fix Problems That Matter: Assessing 
and Responding to Malawi’s History of Institutional Reform: 2017: Policy Research Working Paper 8289. 


14 See footnote 4. 
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approval by parliament. Too much information would not actually be helpful 
but parliamentary scrutiny would be facilitated by including key objectives 
and the associated performance indicators. The inclusion of objectives and 
performance indicators would also facilitate the development of an informed 
civil society. Such parliamentary and civil society scrutiny would have the 
benefit of providing challenge to management (political and operational man- 
agement) and through challenge improve the quality of the information being 
made available. It can also reduce risk and unintended consequences through 
the strengthening of the scrutiny process. As has been indicated previously, 
challenge may be uncomfortable but it can be a very valuable learning tool. 


6.4 Managing Relations with Aid Agencies 
with the Aim of Avoiding Risks 
and Unintended Consequences Arising 
from Aid Support 


Aid agencies are a very important source of finance and technical support. 
Their contributions are usually highly welcome by benefitting countries. But 
benefitting countries should recognise that whilst the benefits can be consid- 
erable potential problems can emerge which may affect the success of the 
reform. These problems can include or arise from (some of these have been 
referred to already): 


e the relatively short timescales for aid interventions compared with the 
length of time that reforms take to mature, particularly managerial reforms 
such as PFM/IC; 

e that aid availability can depend upon the domestic circumstances of the 
donor irrespective of the needs of the recipient; 

e that aid organisations can focus on the technicalities of the reform not 
recognising the managerial impacts; 

e that measures of success can be judged by superficial consideration such as 
the introduction of the bureaucracy, including laws (see the Independent 
Evaluation Group comments referred to above); 

e that training tends to be limited to technical training in how to apply a 
particular technique (in the example of PFM/IC, how to develop risk man- 
agement) rather than to have regard to the training needed to reflect the 
managerial and cultural changes that will need to accompany the reform; 
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e a focus on the adoption of international best practice and not taking into 
account local organisational and cultural circumstances; 

e seeking to introduce the most advanced solution even though local circum- 
stances suggest that a lesser solution may be more appropriate, at least at 
the time; and 

e cash flow policies designed to meet the needs of the aid agency, rather than 
be linked to the specific requirements of the project (an example of this is 
that an aid agency can require that, say, 90% of a budget has to be spent in 
the first three-fourths of the year and that only 10% can be spent in the last 
quarter and this is irrespective of the programme requirements of 
the project). 


Therefore, in deciding whether to accept aid agency financial support and 
advice, benefitting countries should consider what drives aid agencies to give 
that financial aid and advice. The following are factors that a ministry of 
finance should bear in mind: 


e Firstly, be clear about the problem to be solved to avoid the situation aris- 
ing of a solution (i.e. a standard aid package) looking for a problem. 

e Secondly, have a clear appreciation of what the problem actually is and 
what any solution should involve, which in the example of PFM/IC means 
recognising that what is likely to be required involves a management reform 
as well as technical changes, not least because this affects the extent of any 
technical changes and the structural order of the reform process. 

e Thirdly, consider to what extent improvements to the existing arrange- 
ments can be made rather than engaging in a major reform process. 

e Fourthly, from the outset have a clear view about how long the reform is 
likely to take to implement. 

s Fifthly, determine the agenda for reform rather than allowing a third party, 
the aid agency, to do so. 


The benefitting country should have a clear idea of what the problem is and 
what needs to be done, how long the reform is likely to take and then having 
control of the aid supported reform process. It should aim to achieve local 
ownership of the reform. Unfortunately, this is hardly ever the situation and 
countries may not have the capacity to undertake the initial analysis of what 
is required. They may need a third party to assist them. A useful model is 
provided for countries wishing to join the European Union or neighbourhood 
countries benefitting from its funding and who know that they will be 
expected to apply PFM/IC, because the European Commission through 
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SIGMA” is able to provide policy advice which would form the agenda for 
aid support. Of course, it is up to a country to decide whether to accept such 
advice and if several aid agencies become involved, some of whom may have 
strong views about a particular reform, compromises may be made over which 
a beneficiary country may have little influence. This raises the question of 
sovereignty. 

Public money and its administration/management is at the heart of a 
nation’s sovereignty and therefore allowing a third party to dominate the 
reform agenda adds to risk, not least to the long run sustainability of a reform 
and particularly to a complex and major management reform like PFM/ 
IC. The reform process should be dominated by the interests of the country 
and owned by the government. If aid agencies dominate the agenda, they are 
in effect demeaning that sovereignty. 

Of course, aid agencies will be concerned about the misuse of aid funds and 
that will affect their attitude to the utilisation of such funds. As the PFM/IC 
reform will take many years to achieve this timescale is usually wholly incom- 
patible with the timescales available to aid agencies. The risk for a country is 
that the agenda of the reform process acceptable to an aid agency may be 
incompatible with what is appropriate to achieve a long run reform. Using 
examples given earlier in this chapter, changes to the law and the institution 
of a bureaucracy provide ‘easy’ performance indicators for an aid agency but 
do not necessarily provide substantive evidence of the reform. Thus, a country 
may introduce the bureaucracy associated with risk management but this is of 
little value if no policy objectives linked to budgets exist or management to 
make judgements about the significance of the risks. Therefore, the risk, in 
this example, for those responsible for the application of PFM/IC is that they 
may think they have introduced risk management, when, in reality, they 
have not. 

Another area of potential risk is that as introducing PFM/IC is a manage- 
ment not just a technical reform there is a possibility that an aid agency may 
not appreciate the full extent of the reform required or the length of time is 
will take to develop and apply. This reform is risky not least to the aid agency 
because it has very long time scales, 10—15 years according to SIDA (see foot- 
note 25 of Chap. 1). The risk for a benefitting country is that as a result an aid 
agency may try to convert the reform into a shorter run technical reform. 


15 SIGMA: (Support for Improvement in Governance and Management) is a joint initiative of the OECD 
and the European Union. Its key objective is to strengthen the foundations for improved public gover- 
nance, and hence support socio-economic development through building the capacities of the public 
sector, enhancing horizontal governance and improving the design and implementation of public admin- 
istration reforms, including proper prioritisation, sequencing, and budgeting. 
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Alternatively, another risk is that an aid agency may try to convert the reform 
into a larger scale reform such as a reform affecting the whole budgeting and 
financial control process. There can be strong incentives for an aid agency to 
support such a wider reform especially where an aid agency wishes, for its 
reasons, to establish an enduring ‘business relationship’. 

A country should be prepared to resist this even though it may mean forgo- 
ing aid funding in the short term. The main message for a country seeking to 
benefit from aid support is that there are risks associated with aid funding 
which should not be overlooked. To minimise such risks, the recipient coun- 
try should follow the five points set out above, which can be summarised as 
‘retain control of the reform agenda’. 

Where an aid agency is not prepared to allow a recipient country to retain 
that control or to accept that PFM/IC is a managerial reform or wants to 
simply focus upon limited bureaucratic indicators, or the government does 
not have the managerial capability to engage in a wide ranging reform, the 
recipient government may find it more appropriate to seek support for a more 
limited reform. That would mean seeking aid support for the strengthening of 
the current PFA/IC process. 


6.5 The Factors Which May Be a Cause of Risks 
and Unintended Consequences 


Examples of the factors which may generate adverse effects leading to unin- 
tended consequences are set out below. These are not simply factors caused by 
the introduction of PFM/IC, although some are. They can apply equally to 
other financial based reforms. The examples include: 


e Underestimation by the political level of government and the senior civil 
service of the major managerial significance of this reform (this applies 
equally to some budgetary reforms such as programme budgeting and in 
another financial area, to accrual accounting). 

e The introduction of PFM/IC when the basic structures do not exist. The 
example given earlier in this guide is that of trying to introduce PFM/IC 
when a robust PFA/IC is not in place. (This applies equally to other 
financial reforms.) The ‘siren call’ of best international standards can be 
very appealing to ministers of finance and their advisers but it should not 
be heeded unless the circumstances are appropriate. 
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e Whether or not there is a perceived need within public organisations of the 
desirability of the reform. This in turn may also depend upon whether the 
need for the reform has been generated within the country or whether the 
reform is being introduced because of the requirements of external organ- 
isations. A lack of local ownership can be damaging. (This too applies 
equally to other financial reforms.) 

e A failure to recognise, and therefore plan for, that PFM/IC will result in a 
redistribution of power within and between organisations. The potential 
consequences of such a failure are that 


— over time the original power structures will reassert themselves and 
therefore the benefits of the reform will be lost; 

— second level bodies will be used to avoid controls placed upon first level 
bodies unless specific steps are taken to prevent this; and 

— the existence of a new range of powers for some organisations will be 
exploited sometimes for corrupt or fraudulent purposes unless the over- 
all regulatory framework is strengthened. 


e Not recognising that for the PFM/IC reform to achieve results a manage- 
rial cadre must exist with that managerial cadre must be supported by an 
effective financial management expertise: if this is not perceived as an 
essential feature of the reform it will fail to deliver the benefits. (Other 
financially based reforms require managerial changes but these are often 
overlooked.) 

e Even though an aim of PFM/IC should be to make finance a central fea- 
ture in policy decision making, this does not in practice happen and as a 
result the benefits of better utilisation of resources does not occur. 

e The inappropriate use of targets in attempts to measure performance 
can result in 


— a narrow interpretation of policy objectives; 

— an overemphasis upon performance measures which can result from a 
political emphasis upon a simplistic message, with consequently manag- 
ers not having regard to the wider operational environment; and 

— the development of ‘gaming’ to demonstrate policy achievement: where 
targets are a key factor in assessing performance an important feature of 
the performance management process is that it should be entirely inde- 
pendent of the manager because otherwise the manager will be under 
pressure to manipulate the performance information to demonstrate 
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success. ” Without this independence the manager can manipulate per- 
formance information to suit his/her particular needs. The result can be 
unforeseen misjudgements about progress, efficiency and effectiveness 
and the utilisation of budgets. 


e A failure to recognise that most issues governments need to address cannot 
be dealt with by a single public sector organisation but require the utilisa- 
tion of resources by several public organisations (and sometimes also pri- 
vate organisations): coordination can therefore be central to effective 
management but coordination also creates the opportunity to shift blame 
for policy failures leading to loss of accountability. 

e Poor-quality definition of objectives and performance standards coupled 
with a failure to link either objectives or performance standards to budget- 
ary provision: this could result in 


— reduced efficiency and effectiveness and 
— poorer standards of accountability resulting in corruption in reporting. 


e A government cannot make effective decisions about levels of spending or 
the allocation of resources unless it knows, or has a genuine perception of, 
what the impact on performance in achieving objectives might be: PFM/ 
IC should require this focus which involves service user participation (i.e. 
civil society involvement) even though it increases official exposure through 
accountability and transparency which consequently may generate pressure 
to restrict these features of PFM/IC. 

s A failure to properly track performance against objectives resulting in inef- 
ficient utilisation of resources and pressure upon the quality of account- 
ability processes caused by a concern not to expose such weaknesses. 

e Not having regard to the long run financial resilience of public organisa- 
tions: this can be caused by 


— committing to policies or investment decisions that have long run finan- 
cial consequences without a financial plan about how such costs would 
be financed; 

— not recognising the ongoing costs of current activities resulting in, for 
example, cutting those costs in order to finance new policies or invest- 
ment activity; and 


16A notable comment was once made to this author when performance was questioned because it 
appeared to be too good to be true was ‘this is what they want so this is what they get’. 
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— not being prepared to address (i.e. manage) what may be defined as fixed 
costs (although not necessarily in accounting terms) such as employee 
and property costs as well as overheads because existing policies or meth- 
ods of delivering services are not being reconsidered given other new 
commitments or changes in circumstances. 


The consequences will include inefficiency in public expenditure and dam- 
age to accountability. To overcome this problem, managers should be aware 
therefore of the need to develop strategic financial and business planning so 
that when decisions are made regard is had not only to the more immediate 
financial and operational impact of those decisions but also to their longer- 
run impacts, and particularly financial impacts. (Note: the development of 
medium-term budgeting is not an adequate response to this problem.) 


e Failing to recognise and consider the impact of other reforms and especially 
the consequences where other reforms have not been successful or have 
been delayed. An example would be the introduction of complex and 
extensive technical reforms, such as the introduction of an integrated finan- 
cial management information system (IFMIS), which are not always suc- 
cessful and can take considerably more time to implement than originally 
envisaged and may also be incompatible with managerial needs, even 
though meeting the needs of the ministry of finance (a reference was made 
to this in Chap. 5). 

e Failing to recognise that changes in budgetary funding, impact upon cor- 
responding policy and or performance changes: similarly, not ensuring that 
funding will keep pace with the factors affecting the demand for public 
services, such as a growing older or younger population or climate change. 

e Failing to recognise that a change in some problems, such as an increase in 
certain types of crime, can have impacts not just on one public service but 
on a range of public services, including in this example, the police, the 
judicial system, the prison and probation services, and the education and 
social services: this results in inefficiency and damages accountability 
because it allows blame for inefficiency or for a failure to meet policy objec- 
tives to be shifted. 

e Other possible unintended consequences include damage to the financial 
and budgetary control processes, efforts to avoid accountability and the 
consequences of transparency. 


What these examples indicate is that the benefits of the reform depend very 
heavily upon the recognition of the cultural and management changes that 
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will be required. The specific features of these cultural and management 
changes have been referred to in earlier chapters but if this recognition does 
not occur then the prospect is that they could result in added risks and unin- 
tended consequences which may include the deterioration in the quality of 
public services; attempts to conceal that deterioration (for example through 
‘gaming’); and weakened accountability. 

Corruption, as an unintended consequence, is always a risk. A feature of 
PFM/IC should be a strengthening of governance: 


The presence of corruption generally indicates shortcomings in ‘good gover- 
nance’, which have, at the end, consequences for the effectiveness of PFM [pub- 
lic financial management] processes and controls. One important lesson is that 
PFM diagnostics require a rigorous understanding of the political context of the 
country; how political power is exercised, and how corruption fits into the coun- 
trys political and administrative culture." 


An appreciation of the cultural and managerial changes that will be required 
to avoid or minimise risks and unintended consequences can help reformers 
determine the extent to which political leaders and decision makers are com- 
mitted to PFM reform and, if not, how best to influence their thinking. 

The extent of these risks and unintended consequences will depend upon 
the circumstances and not least upon the regulatory framework governing 
those areas of potential risk which has been referred to above. The minister of 
finance and the ministry of finance state secretary should therefore take all 
these different factors into account in how it assesses and makes judgements 
about the success of the application of this reform. The solution though does 
not lie in a reversion to a traditional approach to public administration, for 
example, to a detailed external line-item control by a ministry of finance (i.e. 
a reversion to PFA/IC). Rather it lies in a strengthening of corporate gover- 
nance, in the leadership provided by ministers and particularly by the most 
senior civil and local government service officials and by the recognition of 
the importance of the quality of the internal and external accountability 
arrangements. Internal accountability is a two-way process meaning that it is 
not simply a matter of junior officials reporting to more senior officials but of 
senior officials taking action on accountability reports and doing so in a non- 
threatening manner. PFM/IC will result in a more demanding external 
accountability process because of the focus upon both the control of inputs 
and the management of outputs. Accountability is also an important factor in 


7 Integrating PFM and Anti-Corruption Strategies; IMF Blog Feb. 4th 2019: Concepcion Verdugo- Yepes. 
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helping the ministry of finance develop effective budgetary arrangements 
through providing information about the utilisation of resources and with 
PFM/IC, including the achievement of objectives and performance standards. 
As has been pointed out previously, external accountability together with 
transparency are both key features of the PFM/IC reform and facilitate chal- 
lenge which ultimately is beneficial to the whole process. Therefore, attempts 
to reduce transparency and accountability should be firmly resisted. 

These and other areas of the possibilities of unintended consequences 
occurring arise from the improper or inadequate application of the reform 
and poor-quality management, including financial management. Both politi- 
cal and operational management need to work together to increase success in 
meeting objectives and performance standards and in enhancing efficiency 
and effectiveness. 


6.6 The Warning Signs Leading to Potential 
Unintended Consequences 


The main warning signs of unintended consequences emerging arise from: 


e Lack of local recognition of the need for the reform at the very top of gov- 
ernment (i.e. by the prime minister or president) as well as by the minister 
of finance and its wide acceptability, not least by the cabinet of ministers 
and the most senior civil servants: this means that ‘preparing the ground’ 
(an activity of the minister of finance and the state secretary, or equivalent) 
should be an essential first element of the reform in order to achieve local 
ownership. 

e A failure to recognise the major material change that will occur to the 
responsibilities of elected officials from being the operational decision mak- 
ers to being that of the supervisors of the operational decision makers as 
well as being the policy makers and strategists: this requires that there is a 
clarification of the roles of politicians and their expectations and this clari- 
fication may well require specific induction arrangements for those 
appointed to political positions. 

e Not recognising that the role of parliament also requires change, partly to 
extend transparency and accountability through the inclusion of objectives 
and performance information in the budget, partly to facilitate enhanced 
parliamentary scrutiny (including civil society scrutiny) and partly to rec- 
ognise parliament's role as a driver of the reform. 
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A failure to accept that there will also be a major change to the responsibili- 
ties of civil and local government officials and that such a change needs to 
be accompanied by complementary reforms to the way in which human 
relations (HR) management operates: if this does not happen (and this 
appears usually to be the situation) there is likely to be a drift back towards 
the traditional arrangements for public administration. 

A failure to create a financially aware management exemplified by not rec- 
ognising the enhanced role of the finance officer, the wide range of respon- 
sibilities that accompany the role of head of finance and to regard finance 
simply as a bookkeeping/controlling responsibility. 

A failure to have regard to local culture which it likely to reassert itself by 
adapting the imposed system to suit that culture: this requires that those 
responsible for applying the PFM/IC reform consider how the require- 
ments of the reform conflict with traditional values and the modifications 
that may be required to the application and training arrangements to 
ensure that those traditional values do not adversely affect the objectives of 
the reform. To avoid this problem emerging may also affect the timing of 
the reform. 

Associated with the question of local culture is the relationship between 
elected and appointed officials: if, say, the politically appointed official 
seeks to dominate the decision making process irrespective of the concerns 
of the relevant civil service or local government official unless there is a 
process of effective support for such officials, this is a warning sign that 
unintended consequences may emerge. 

Inadequate attention being paid to civil and local government service 
capacity development with inadequate regard for existing staff attitudes 
and capabilities: this means that the reform application timetable should 
be to a considerable degree determined by the extent to which the civil or 
local government officials accept the significance of a changed managerial 
approach with its increased responsibilities and risks. 

Lack of coherence between the different public financial management 
(PFM) reforms which may be being introduced such as programme bud- 
geting, medium-term budgeting, output budgeting and accrual accounting 
and associated with this, a lack of coherence between civil service and pub- 
lic administration reform and the public financial management reforms all 
of which have managerial impacts if they are to be effective. This empha- 
sises that “PFM reform work should be framed within a multi-year horizon, 
sequenced around agreed priorities, and built upon a coordinated donor 
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approach’.'® (Although this ought to be an objective, as has been pointed 
out above in Sect. 6.4 there can be considerable risks from relying heavily 
upon the advice of aid agencies.) 

e A focus upon building the bureaucracy associated with the reform, rather 
than the substance of the reform, perhaps under pressure from aid agencies: 
this is entirely the wrong priority but unfortunately the existence or not of 
the bureaucracy is the easiest to monitor. 

e Monitoring is not directed towards whether the purposes of the reform are 
being achieved? These purposes include, are objectives being delivered to 
time, are performance standards being met, are improvements in efficiency 
being delivered? The annual reporting process should be directed to this 
purpose and not simply to assessing whether or not the appropriate bureau- 
cracy is in place. 

e A complementary management reform is not being undertaken? If there is 
no evidence of this reform coordination the focus and timing of the PFM/ 
IC reform activity is almost certainly wrong. 

e The ministry of finance focus and that of top and senior political and civil 
service (or local government) official concern has not changed from simply 
the control of ‘inputs’ to having regard to the ‘outputs’ that should be 
expected from those ‘inputs’. 

e ‘The existence of attempts to avoid financial controls through inadequate 
management and supervision of second level organisations or with an 
increasing tendency to exempt them from controls. 

e ‘The extensive use of second level organisations to deliver public services 
without the application of strong first level management controls and 
monitoring. 

e ‘The extensive use of ‘off-budget’ funds and devices such as leases by both 
first- and second-level bodies. 

e ‘The recognition of a need to refocus internal audit to support the introduc- 
tion of PFM/IC in order to specifically address the risks and the possible 
development of unintended consequences. 


The effectiveness of the reform may well depend heavily upon a better 
understanding of behaviour and what is necessary to change behaviour. This 
is not a usual area of concern for those responsible for PFM/IC (and other 
PFM reforms for that matter) but especially because this is a management 
reform affecting how officials behave full regard should be had to this in the 
development of the reform. This aspect of a reform process is described in a 


18 See footnote 3. 
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Guide prepared by the UK National Audit Office.” A summary of this Guides 
findings which relate to the development of ministry programmes of activ- 
ity, covers: 


Behaviour Change and Value for Money [VFM] 

Behaviour change is important for value for money (VFM) because it can 
often contribute to, or be a prerequisite for achieving a policy outcome cost- 
effectively. Risks to delivery will be exacerbated if departments [ministries] have 
a poor understanding of either the behaviours they are seeking to change or the 
impact of different behaviour change mechanisms. Broadly, risks to VFM can 
arise at these stages: 


e Design—inadequate theoretical and/or evidence base 
e Application—absence of process evaluation 

e Evaluation—lack of objective measurement 

e Absence of convergent evidence (triangulation) 

e Failure to establish cause and effect. 


The Guide acknowledges that reporting on the VFM of behavioural change 
can, however, be difficult: 


[P]rogrammes may involve a variety of interventions, be of long duration, and 
produce benefits that can be hard to assign a monetary value to. 


This is typical of a PFM/IC reform. Although this Guide is designed for 
auditors specifically concerned with VFM assessments of ministry pro- 
grammes, those responsible for the PFM/IC reform ought to equally have 
regard to its findings in both formulating how the reform should be applied 
and the assessment of application progress particularly to lessen the risk of 
unintended consequences and risks arising from the reform. 

According to the Guide there are five key areas to consider when assessing 
a behaviour change and these are: 


Understanding the audience 
Understanding behaviour 
Understanding the levers 
Designing the intervention 
Evaluating the intervention 


See UK National Audit Office Guide to auditing behaviour change 2011. Although this guide is 
directed to auditors and their work in reviewing the effectiveness of government policy towards the provi- 
sion of public services, this Guide has important lessons for those concerned with behavioural change in 
other circumstances. 
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Take as an example, understanding the levers! What are the levers that are 
available to achieve effective PFM/IC reform? Are they just legislative levers, 
as occurs in many countries (i.e. this is what the law says and as it is the law it 
will be obeyed: this has been said to this author in several countries) or could 
such levers include financial levers, such as budgetary allocations being depen- 
dent upon the development of PFM/IC, or will personal promotion depend 
upon success in establishing PFM/IC, or how material is training or the 
incentive of more freedom in decision making? 

This is an area of activity where the head of the department responsible for 
the PFM/IC reform should seek specialist advice, probably from a university 
or other organisation specialising in human resource management. Introducing 
PFM/IC will require significant behavioural change within organisations but 
this is not normally addressed in policy papers concerned with the introduc- 
tion of the reform. 


6.7 Arrangements for the Monitoring 
and Evaluation of the Reform 


"The ministry of finance responsibility is to monitor, report on, and evaluate 
the application of PFM/IC. This is a vital activity which should be undertaken 
by the department responsible for the application of PFM/IC. A specific pur- 
pose of monitoring and reporting is to identify problems. Examples of the 
problems include: is an organisation achieving its objectives and performance 
standards and performance objectives and if not, why not (see Chap. 13); are 
the managerial structures appropriate, is delegation of operational responsibil- 
ity actually occurring, do examples exist to prove this and similarly for the 
managerial accountability arrangements, what difficulties are developing, what 
unexpected consequences are emerging or have emerged? Recommendations 
then need to be made for solving emerging problems as the strategy is applied. 
‘That may mean adapting the strategy. The monitoring, reporting, and evalua- 
tion system should be developed and established as part of the development of 
the PFM/IC strategy. Which issues are then likely to be addressed as a result of 
the monitoring process should be made clear to those responsible within pub- 
lic organisations for the application of PFM/IC. The form of the monitoring 
should be expected to change over time. Initially the monitoring should be 
designed to establish how far the principles of PFM/IC have been accepted by 
public organisations. Once the principles have been applied monitoring should 
be able to focus on the results identified in the preparation by public organisa- 
tions of the statement of internal control (see Chaps. 5 and 13). 
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A SIGMA toolkit on public administration reform clarified the role of 


monitoring, reporting, and evaluation as a 


help to identify and present information about emerging challenges and imple- 
mentation bottlenecks. Such knowledge can be used to design and propose 
solutions for improving the strategy design and operational plan, overcoming 
specific implementation difficulties, and making better use of the existing man- 
agement and co-ordination structures. In other words, proper use of the system 
of monitoring, reporting and evaluation is fundamental for timely, effective and 
efficient achievement of the planned reform results. In addition, monitoring, 
reporting and evaluation are also about accountability. The information and 
data generated through monitoring and reporting help to hold public institu- 
tions accountable for commitments made and reflected in the strategies. It is 
fundamental that results of the monitoring process, as well as any evaluation, be 
shared with stakeholders and the wider public, both to ensure that all affected 
parties are informed about what has or has not progressed, how and what results 
have been achieved, as well as to validate the key findings themselves.”° 


Internal and external audit also have a role to play in assessing the content 
of the statement of internal control. 

This annual process of review will impose an additional burden upon the 
department responsible for the application of PFM/IC and it should therefore 
be staffed to enable it to properly review these statements and to report to the 
minister of finance on their findings. As indicated in Chap. 13, that report 
ought ultimately to be presented to the cabinet of ministers and, depending 
upon individual country arrangements, to the parliament. 

The ministry of finance, through the department responsible for the appli- 
cation of PFM/IC, may also consider commissioning specialist research to 
establish whether unintended consequences are occurring along with 
the causes. 


6.8 Summary 


As with most reforms there are risks and not all consequences can be fully 
foreseen. Ministers of finance and the ministry state secretary (or equivalent) 
should be aware of the risks arising from the application of the reform along 
with the possibilities of unintended consequences. Most of these risks and 


2 SIGMA Paper 57 Toolkit for the preparation, implementation, monitoring, reporting and evaluation 
of public administration reform and sector strategies, p. 85. 
P gies, p 
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unintended consequences are likely to emerge from imposing an advanced 
reform upon an administrative culture that is unprepared for the changes that 
will result and where there is unfortunately an acceptance of corrupt practice. 
At one extreme these risks will add to that risk of corruption. Equally likely 
though is that the risks that will arise will not just be in the abuse of public 
funds, but to the quality of public services, in decision making, and to 
accountability and to transparency. 

"The cause of unintended consequences will usually lie in a failure to appre- 
ciate the managerial context in which PFM/IC should be developed and 
therefore the strengthening of management should not be overlooked as an 
essential feature of the reform. 

Because this is a radical reform involving significant changes in the distri- 
bution of power and responsibility, including the move from external to inter- 
nal control, an important complementary feature of the reform should be a 
strengthening of overall regulatory controls which affect key areas of risk and 
the potential for the emergence of unintended consequences. 

The ministry of finance through an annual assessment process of the qual- 
ity of the reform (i.e. by developing a statement of internal control) should 
address the potential for weaknesses to emerge. This statement should not 
simply focus upon procedural arrangements. In some circumstances the min- 
istry of finance should consider commissioning a specific study into whether 
unintended consequences are emerging, or have, emerged. 
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The Responsibilities of the Top Operational 
Management Official in Public 
Organisations for the Implementation 
and Quality Control of PFM/IC 


‘The responsibility for the day-to-day application of PFM/IC and the mainte- 
nance of the appropriate standards within a line ministry or other public 
organisation should be that of the top civil or local government official respon- 
sible for operational management. In a line ministry or other public organisa- 
tion, this would be a state secretary or equivalent. Their responsibility as the 
top operational management official is to ensure that throughout the organ- 
isation, PFM/IC is properly applied and follows guidance issued by the min- 
istry of finance. That official would be accountable for the quality of the 
application of the reform. 

In countries where a minister or mayor or other politically appointed ofh- 
cial is nominally responsible for the effective and efficient administration of a 
public organisation, the reality is that a politically appointed official normally 
would have neither the time nor the relevant background to introduce such a 
significant managerial reform as PFM/IC. Their responsibility in such cir- 
cumstances should be to ensure that the reform is properly applied by the top 
operational management official. The political head of the organisation would 
be accountable to the government for that. 

This chapter describes the responsibilities that fall upon this top opera- 
tional management official with the application of PFM/IC. 
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7.1 Nominal and Real Responsibility 
for the Application and Quality Control 
of PFM/IC 


7.1.1 The PFM/IC Leadership Application Arrangements 


The top political official such as a minister or mayor may have a nominal legal 
responsibility for the overall quality of the management of a public organisa- 
tion. However, the person who should have the substantive responsibility for 
the overall quality of the management of a public organisation including the 
operational application and maintenance of the quality of PFM/IC should be 
the most senior operational management official within the organisation. This 
would be a state secretary’ or equivalent or a similar status official in local gov- 
ernment. This should be the normal situation and is a prerequisite to applying 
the PFM/IC reform. If there is no such official it will be impossible to properly 
implement PFM/IC even where a politician has nominal responsibility for the 
quality of the public administration. This chapter therefore is written on the 
assumption that responsibility for operational management within a line min- 
istry or other public organisation has been delegated to the civil or local gov- 
ernment service and that the head of that service in that ministry or other 
public organisation is therefore responsible for the application of PFM/IC and 
the maintenance of its quality. The range of responsibilities that will fall upon 
that head will be substantial and in the sections below the ‘before PFM/IC and 
after’ responsibilities are compared. How a politically appointed official, if 
there were no delegation, given the level of practical knowledge and experience 
that would be required and the day-to-day demands upon his/her time, could 
undertake this responsibility and at the same time also carry out their political 
responsibilities is difficult to see. The state secretary (or equivalent) would be 
responsible for not only implementing the reform but also for ensuring that 
the administration remains capable of addressing whatever is required by the 
current operational environment. This official has a key role in securing the 
quality of operational management. He/she also has a responsibility to advise 
the politicians on the practical application of political objectives and that in 
turn affects the quality of operational management. The practical application 
of policy includes the politician working with the operational manager to set 
the objectives and performance standards and objectives which the operational 
management should be expected to meet. Operational management in the 


! In Anglophone systems the title would be ‘permanent secretary’ or ‘principal finance and establishment 
officer’. 
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main (see also Chap. 14) should be delegated to the civil (or local government) 
service. In those countries where the delegation of operational management 
has not occurred, as has been explained in previous chapters, the reality is that 
PFM/IC could not be properly applied. (In some countries the state external 
auditor may be asked to comment upon the quality of the proposed arrange- 
ments with the application of PFM/IC. The state auditor would not approve 
the procedures but usually would offer advice.) 

Given that a state secretary, or equivalent, is responsible for the application 
of the PFM/IC reform, this official would then be accountable to the top 
political official, the minister or mayor for the quality of the application and 
the maintenance of that quality. This is how the legal responsibility of the top 
political official would be fulfilled, that is, through the accountability arrange- 
ments. The state secretary or equivalent would also have a responsibility to the 
ministry of finance because that ministry would have overall responsibility for 
the application of the PFM/IC policy and quality maintenance. In effect, a 
state secretary has two reporting lines, one to the relevant minister and the 
other to the ministry of finance state secretary. 

For second-level organisations the top official should be the responsible 
official for the application of PFM/IC. He/she should be accountable to the 
head of operational management for the controlling first-level organisation 
for the quality of application, that is, to the state secretary or equivalent. (The 
exact accountability arrangements for local government would depend upon 
the constitutional relationships between central and local government but an 
important element of that accountability would be from the chief official to 
the mayor or in some countries to a political leader where the mayor has only 
ceremonial responsibilities.) 

In some countries a state secretary has only limited responsibilities such as 
those only relating to administrative matters. However, with the introduction of 
PFM/IC and the increased emphasis upon the delegation of operational man- 
agement responsibilities from the political level, this limitation cannot be sus- 
tained. That would mean that either the current state secretary's responsibilities 
were extended or another official was appointed with the appropriate authority. 

Again, in some countries no state secretary post exists and the different 
‘directors’ or heads of department report directly to a minister or deputy min- 
ister. This arrangement with PFM/IC cannot be sustained (see Sect. 
7.1.5 below). 

Whatever the exact civil service or local government organisational arrange- 
ments, with PFM/IC the person holding the role of state secretary (or equiva- 
lent) should have two essential characteristics. One is that they should be 
‘politically’ aware because they work directly at the interface between the 
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political and operational elements of public administration. The second is 
that they should possess leadership qualities. Leadership qualities include 
being willing to accept the risk that reform entails and to overcome the sys- 
temic constraints that tend to exist in established bureaucracies. Leadership 
qualities have also been described as inspiring, confident and empowering.’ 


7.1.2 The Responsibilities of a State Secretary or 
Equivalent Before the Application of the PFM/IC 
Policy 


The exact responsibilities of a state secretary (or equivalent), where such a post 
exists, before the introduction of PFM/IC will vary from country to country 
but they could include the following, although this is unlikely except in those 
countries where advances are being made in the quality of the public admin- 
istration and where the implementation of PFM/IC is likely to be most 
successful: 


e Allocation of resources within the organisation in accordance with any 
budgetary constraints and collection of any income that is due; 

e Advising the minister on policy matters; 

e Addressing major administrative problems which may emerge; 

e Monitoring performance insofar as performance is specified; 

e Disseminating information; 

e Providing leadership in staffing and motivating staff. 


Prior to the implementation of PFM/IC in many countries, there is 
unlikely to be a clear distinction between the responsibilities of the political 
level of management and the civil service for operational management activ- 
ity. Also, in some countries on a change of government the state secretary 
may also change and where this occurs political loyalty may be regarded as 
more important than actual experience or even competence. But then with 
traditional public administration arrangements, the emphasis is upon 
administration, adherence to the relevant regulations and financial and bud- 
getary control, rather than management, that is, the delivery of objectives 
and performance standards and objectives efficiently and effectively. As is 
shown in the next section, the former is less demanding in terms of experi- 
ence and technical knowledge than would be required of a state secretary 


*Civil Service Leadership Statement: https://www.gov.uk/government/publications/civil-service- 
leadership-statement/civil-service-leadership-statement: 2016. 
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with the implementation of PFM/IC. For example, in practice objectives 
may have been specified by a minister but they are unlikely to be defined in 
a manner which is suitable for management purposes. Performance stan- 
dards and objectives are unlikely to exist. Nor will an effective requirement 
exist to secure efficiency and effectiveness in the delivery of objectives. 
Objectives and performance standards are unlikely to be linked to budget- 
ary availability. Consequently, the state secretary and the administrative 
staff are most unlikely to have available to them the information and author- 
ity they require for effective management purposes. (This would be true 
whether the operational manager was a political appointee or a civil or local 
government official.) The state secretary would be likely to have these finan- 
cial, as opposed to financial management, related responsibilities: 


1. Supporting the preparation of a budget for the next financial year within 
any constraints required by the ministry of finance: in some countries with 
good financial administrative support, broad policy objectives of a minis- 
try or local government may be defined as part of the budget process, even 
though not directly linked to the budgetary availability. 

2. Administering current services or activities, sometimes with broad opera- 
tional objectives and sometimes without. However, whether there are 
objectives or not the likelihood is that the objectives will not be defined 
with such a precision that the administrator can be held to account for 
delivering those objectives. 

3. Meeting budgetary constraints, which can be very restricting about how 
funds can be spent because the focus will be on the control of ‘inputs’ not 
on what those ‘inputs’ are achieving. Those budgetary constraints in some 
countries can be very detailed and inhibit managerial initiative. Any bud- 
getary variations, such as substituting one type of employee for another, 
would be subject to approval by the ministry of finance or another cen- 
tral ministry. 

4, Ensuring that financial and procurement regulations are adhered to, with 
the risk that if they are not, penalties could be imposed through financial 
inspection regimes and other administrative rules, although not usually on 
the senior administrator, especially where the administrator is a political 
appointee, but on the subordinate staff. 

5. In some, more advanced developing and transition economy countries, 
making administrative decisions affecting finance and related matters nec- 
essary for the day-to-day running of the organisation such as those relating 
to approval of expenditure, securing income sources, staff management, 
office materials procurement and the security of stores. In other countries 
(and these are probably in the majority) responsibility for all or most of 
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these matters may be retained by political appointees such as the minister 
or deputy ministers or equivalent in local government. 

6. Providing financial reports to the minister of finance, including year-end 
financial statements and responding to external audit enquiries. 


The state secretary may also have what amounts to a token responsibility 
for securing efficiency and effectiveness but in practice such a responsibility 
will be simply nominal because neither the budgetary nor accounting and 
performance information systems are likely to provide the information that 
will be required to enable these to be achieved. The linkage of the perfor- 
mance information systems, where they exist, to the budgetary and 
accounting systems is also unlikely to occur. Certainly, it would be possible 
to make savings by, say, improving purchasing arrangements, but that is 
different from achieving efficiency and effectiveness in the delivery of 
objectives. This is more about ‘economy’ and sometimes may be counter- 
productive in efficiency and effectiveness terms. Savings may also be made 
by introducing IT systems and the adoption of ‘e-government’ arrange- 
ments. Managements should always be encouraged to make such savings, 
under whatever financial management arrangements exist, but this is not 
the same as delivering the wider efficiency and effectiveness gains that 
become possible with PFM/IC. For example, switching to an IT system to 
deliver a service will not somehow automatically improve efficiency and 
probably not effectiveness, although it may be more economical. To achieve 
greater efficiency requires a systematic approach to the reform of the way 
in which services are delivered involving detailed cost analysis compared 
with operational performance. Effectiveness involves the measurement of 
achievements against defined objectives including identifying the views of 
the user of the service or activity. The state secretary would have no respon- 
sibilities for risk management which is a key requirement of PFM/IC and 
is necessary to secure the achievement of objectives. Internal audit would 
usually report directly to a minister rather than to a state secretary. 


7.1.3 The Role and Responsibilities of a State Secretary 
(or Equivalent) Operating in a Managerial 
Environment 


While the minister or mayor may ultimately be held to account by parliament 
for the effective application of the PFM/IC policy with actual application 
being the responsibility of the most senior civil or local government official 
(i.e., the state secretary or equivalent), the political head should be confident 
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about the quality of the application through the delegation and managerial 
accountability arrangements that should be established. Those managerial 
accountability arrangements should be focussed on the key issues of concern 
to the political head and should not be overwhelmed by detail. (The arrange- 
ments for parliamentary accountability may require in some countries that 
the appropriate minister and the most senior official should appear together 
to answer to parliamentary scrutiny. Parliamentary scrutiny may be informed 
by reports of the state auditor who would be expected to review the quality of 
the PFM/IC arrangements.) Given the complexity of contemporary govern- 
ment ministers and mayors cannot be held directly responsible for all opera- 
tional failings in their ministries or local governments, or in the second-level 
organisations through which services and activities are often delivered unless 
they can be shown to be systemic or of major significance. If they are systemic 
or significant, they should have been identified through the managerial 
accountability arrangements and then the political leadership can be held 
accountable. 

The role of state secretary (or equivalent) is extremely demanding and com- 
plex. Introducing PFM/IC as has been shown previously, means that the style 
of public administration needs to change which adds to the complexities of 
the role. The change would be from a traditional administrative style to a 
managerial style (see also Chap. 14). 

The functions of a state secretary with a managerial style of government 
include the following’: 


I. Act as the principal policy adviser’ to the minister. This role may comple- 
ment other sources of policy advice to a minister. 

IL Secure the implementation of ministerial policy priorities. This will be a 
critical responsibility so far as a minister is concerned because a ministe- 
rial reputation is likely to hinge on the success of policy implementation. 

HL Be the manager of the day-to-day ‘business’ of the ministry. The emphasis 


should be on management and the continuous improvement of current 


> These seven roles summarised in the italicised script were defined in a paper published by the Institute 
for Government for the equivalent of a state secretary in the UK civil service. In some respects, the UK 
civil service is unusual, so some of these seven different roles may not apply or only partially apply in a 
particular country. For example, the UK civil service must be apolitical and prepared to serve any govern- 
ment. However, the UK has a well-established PFM/IC system. This model could be adapted to suit 
individual country needs, culture and circumstances. 

Accountability at the Top: Supporting Effective Leadership in Whitehall: Paun and Harris: Dec 2013 
p12-14: https://www.instituteforgovernment.org.uk/ 


240 


IV. 


VI. 


N. Hepworth 


policies, personnel and systems. This is of particular importance when 
there is an emphasis upon improving efficiency and effectiveness in the 
delivery of public services, including the collection of any income that is 
due: this is a key feature of PFM/IC. This may well require state secretar- 
ies to become involved in the direct management oversight of opera- 
tions, or management oversight through networks of complex devolved 
relationships to second-level organisations or where activities are con- 
tracted out to the private sector, to the implementation of those con- 
tracts. For second-level bodies, the first-level state secretary remains 
responsible for ensuring that effective arrangements exist to ensure that 
second-level bodies and market-based contractors deliver the 
required results. 

Be responsible for ensuring the ‘financial control and propriety of spending 
within the ministry. This is a traditional and very important role which 
requires ensuring that spending is in conformity with ministry of finance 
regulations and with parliamentary approvals. 

Be the guardians of propriety and of the rules and conventions of how gov- 
ernment should operate. This would include ensuring that codes of prac- 
tice were observed (e.g., on the behaviour of civil servants and ministers) 
and on advising ministers on issues such as potential conflicts of interest 
between ministerial and private or constituency matters. 

Be responsible for the broader capability and organisational health of the 
civil service within their ministry. “Organisational health’ is defined as 
meaning that the state secretary should ensure that the civil service for 
which he/she is responsible is kept in a fit state to deal with future and 
longer term policy challenges, for instance, by maintaining sufficient 
research and foresight capacity. The state secretary should also ensure 
that the civil service is able to serve effectively a future minister or admin- 
istration with different objectives. That would include the management 
of the transition to a new government if and when that occurs. 

Support the collective leadership of the civil service” as a whole. This would 
be particularly important, for example, with the implementation of poli- 
cies that apply to all ministries, such as PFM/IC. In this example the 
state secretary would have a responsibility to cooperate with the state 
secretary in the ministry of finance, or the head of the civil service where 
such a post exists, to secure the application of the reform. 
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7.1.4 The Specific Financial Responsibilities of a State 
Secretary with the Implementation of PFM/IC 


Applying PFM/IC* is about the professionalisation of management. This 
affects the financial management responsibilities of a state secretary. As change 
in operational and policy circumstances will inevitably occur this also means 
that a state secretary will need to initiate changes to the PFM/IC arrangements. 

To undertake all these responsibilities arising from the implementation of 
PFM/IC, a state secretary, because he/she cannot possibly undertake all these 
responsibilities personally, will need to be supported by several departments 
within the ministry administration. Exactly what those departments would 
include would depend upon local circumstances but should normally include 
the finance/economics department, the administration department, the pro- 
curement department, the human resources department, the legal depart- 
ment and any general policy department, for example, a policy department 
which should be responsible, amongst other things for the supervision of 
second-level bodies.’ The internal audit department should have a close 
working relationship with the state secretary and for most internal audit 
activity the reports ought to be to the state secretary and only exceptionally 
to the political head of the organisation. The state secretary should agree the 
internal audit programme of activity. (In some countries where audit com- 
mittees have been established, the internal auditor will also report to that 
committee.) 

In the table below the specific responsibilities of the state secretary or 
equivalent are described and compared with the seven different roles of a state 
secretary referred to above. (This range of responsibilities contrasts with those 
which would exist for a state secretary acting simply as an administrator 


(Table 7.1).) 


“Tn the paragraphs below, the references are to a ministry but apply equally to local government and other 
public organisations. Readers would therefore need to apply the observations if they are not from a cen- 
tral government ministry to their own circumstances. 


” Second-level bodies would include those agencies and state-owned enterprises and the equivalent 
in local government for which the first-level body has a responsibility. 
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7.1.5 Where No State Secretary Post Exists But Each 
Department Within a Ministry ls Headed by 
a ‘Director’ Who Reports Directly to a Minister 


In those countries where there is no single civil servant responsible for all the 
activities of the civil service in a ministry and instead individual senior civil 
servants, sometimes called directors, are appointed to report directly to min- 
isters or deputy ministers on particular topics, can this arrangement be main- 
tained with the introduction of PFM/IC? The answer is ‘no’ for the reasons set 
out below. 

Whilst each “director” could take on the individual responsibilities described 
in items I to VI in the table above there would be no coordination at the civil 
service level of the standard of those individual activities and there would be 
no routine exchange of information or coordination of actions. In effect, what 
would exist is a series of ‘sub-ministries’ with the only coordination occurring 
at the ministerial level. This is not consistent with the idea of delegation. Also, 
the idea that a minister could ensure that the same standards applied in every 
department of the ministry would in effect turn that minister into a part time 
secretary general. This is not feasible given all the pressures upon a minister. 

With PFM/IC, this arrangement therefore needs to be rethought because 
effectively it means that there is no single person responsible for the manage- 
ment of the whole ministry. Efficiency and effectiveness apply throughout the 
whole ministry as does finance. And where the functions of a ministry are 
divided over different directors and there is no single head, the opportunities 
for coordination and common approaches to problems are small or non- 
existent, and what develops is a ‘silo mentality’. 

Few public sector problems can be fully addressed by a narrowly focussed 
approach. The result is a lack of sharing information, objectives, ideas, priori- 
ties and processes. Given that there is a single source of finance, the taxpayer, 
this is highly inefficient with, for example, no opportunity for savings in one 
area of activity to be used to support other areas within the same ministry. 
Similarly, within a ministry there is a need to ensure that all regulations are 
properly followed throughout the whole organisation. There would be no 
single person able to do that, unless that were a responsibility of the minister. 
Within a ministry there would be a single finance department having overall 
responsibility for budget preparation and the overall quality of financial man- 
agement. As was explained in Chap. 6 the ministry of finance state secretary 
should be confident that a robust financial management structure exists 
within individual line ministries (and other public organisations). Unless a 
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state secretary position exists the only person the ministry of finance state 
secretary could look to would be the head of finance. And that head of finance 
then ought to have a specific personal responsibility to object where decisions 
are proposed to be taken which are contrary to regulatory requirements or 
which potentially add to financial risk. Would a head of finance have the 
authority to challenge individual directors? This would be most unlikely and 
the only available appeal would be to the minister again drawing the minister 
into operational management issues. Similarly, internal audit would have no 
single authority to agree an audit programme with or to report to other that 
the minister which again negates the idea of the delegation of operational 
management to the civil service. 


7.1.6 The Importance of Good Corporate Governance 
Arrangements 


Good corporate governance is fundamental to any effective organisation and 
not least to public sector organisations. A failure of the corporate governance 
arrangements is likely to be a cause of serious difficulty to the top manage- 
ment, political and operational. Corporate governance is discussed in Chap. 1 
but given the managerial responsibilities that will be expected to fall upon the 
civil and local government service with the introduction of PFM/IC, the 
quality of the corporate governance arrangements assumes added significance. 
The responsibility for securing the quality of corporate governance in an 
organisation lies with the head of the organisation, that is, both with the rel- 
evant minister and the state secretary. The corporate governance arrangements 
should not be regarded as ‘one-off arrangements but should be expected to 
evolve over time. The corporate governance processes should consider the 
arrangements for: 


e Leadership: the arrangements should distinguish between the responsibili- 
ties of the civil or local government operational service head of the ministry 
or local government and that of the minister or mayor: this should clarify 
first the roles of the political leadership and its responsibility for setting the 
objectives, performance standards and the performance objectives and, sec- 
ondly, the operational leadership responsibility for securing the perfor- 
mance of the organisation in accordance with those objectives and for 
doing so efficiently and effectively. 
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e Monitoring: the operational management head (the state secretary) should 
have a responsibility to monitor the performance of the organisation and 
to engage in active management to secure the ability of the organisation to 
deliver on its objectives, performance standards and performance objec- 
tives, including the arrangements for reviewing the performance and pro- 
ductivity of the organisation. 

e Risk management: as this should be a key element in securing delivery of 
the objectives the risk management policy should be determined jointly by 
the relevant minister and state secretary: that would include the key risk 
policies such as setting the risk appetite for the organisation and determin- 
ing the arrangements for the management of risk (see also Chap. 11) with 
the actual implementation of the risk management policy being the respon- 
sibility of the state secretary. 

e Civil service competence: how the quality of the civil service would be 
established, its training, its political independence and its ability to provide 
independent advice, with that quality being assessed by the state secretary. 

e Defining relationships: especially between the ministry or local govern- 
ment and second-level bodies: a state secretary responsibility. 

e Consultation: arrangements with stakeholders which would include users 
of the services of the ministry or local government, the local community in 
the case of local government and any formal representative bodies, paying 
particular attention to their needs and interests: this would be primarily a 
responsibility of the state secretary with the minister becoming involved 
only in specific politically sensitive issues. 

e Accountability: to parliament, primarily a ministerial responsibility; to 
other ministries where appropriate, to regulatory and supervisory bodies 
and to third parties, (depending upon the issues) either a ministerial or a 
state secretary responsibility); responsibility for securing the preparation of 
and the quality of the statement of internal control (see Chap. 13) which 
should also be agreed with the minister. 


Good corporate governance is an important tool for securing the quality of 
the services being provided by ministries and local governments and how they 
treat their clients/customers/patients. Where the corporate government 
requirements are incorporated into a formal code, then the general rule should 
be that public organisations should comply with the code or where they do 
not, explain the reasons for this. 
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7.1.7 The Relationship Between Line Ministry State 
Secretaries and the Ministry of Finance State 
Secretary with the Application of PFM/IC 


The ministry of finance state secretary has a critical role in the development 
and application of PFM/IC and in the maintenance of its quality, that is, 
unless another official had this responsibility such as a head of the civil service. 
The list of responsibilities falling upon a state secretary described above in 
Sect. 7.1.4 with the implementation of PFM/IC is substantial. Therefore, the 
likelihood is that considerable advice and support will be required as well as 
detailed guidance. This means that an important initial role of the ministry of 
finance through its state secretary should be to engage with line ministry state 
secretaries and other heads of public organisations to explain the nature of the 
reform and its implications for them. This would be an important element in 
developing ‘local ownership’. State secretaries together could act also as an 
advisory group on the processes of implementation. Without local ownership, 
resistance could well emerge and pressure to return to the status quo ante could 
well develop over time. Ideally the ministry of finance state secretary should 
establish an ongoing relationship with this group of key officials throughout 
the whole development and implementation process. A useful addition to this 
group of officials probably in the form of a commentator would be the state 
external auditor who could make an important contribution to issues about 
‘control’ in its broadest forms. Another adviser to the group could be the head 
of the government training institution or a university tutor responsible for 
management development training. As the leader, the ministry of finance 
state secretary should ensure that an agenda item was ‘emerging concerns’. 
The ministry of finance state secretary would almost certainly require support 
in undertaking this responsibility. Probably the head of the department 
responsible for the day-to-day application of PFM/IC should act as secretary 
to the group and coordinator of its activities (see Chap. 9 which discusses the 
functions of this department). An ongoing responsibility of this group should 
be to review and advise on the arrangements for the application of PFM/IC 
to coordinate experiences and encourage discussion between the different 
state secretaries involved. Coordination at this high level within the civil ser- 
vice is very important. However, in most countries applying PFM/IC discus- 
sions usually occur at a much lower level because it is seen as just a technical 
financial reform with no impact upon management. 

A state secretary involved in this activity would need to consider and 
report upon: 
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e The willingness/capacity of his/her organisation political leadership to 
respond to the separation of operational decision making from strategy and 
policy development and how in his/her opinion the political officials would 
react to the changes that would flow from that. 

e The capacity of the civil service within the ministry (or other public organ- 
isation) to absorb responsibility for operational decision making, the 
organisational restructuring that would be required, the additional staffing 
and the training that would be needed to achieve that, that is, the extent to 
which managerial training would be required. 

e ‘The possibilities, and over what timescale, of defining detailed policy objec- 
tives, performance standards and performance objectives. 

e How to obtain the additional performance information needed and finan- 
cial analytical information that would be required for effective manage- 
ment and to enable managers to improve efficiency and effectiveness. 

e ‘The support and training that would be required for the finance officer and 
his/her staff to enable them to provide the information and professional 
support that the state secretary and other managers would require. 

e The difficulties and risks that would need to be addressed to secure effective 
implementation of the reform policy, not least the impact on personnel man- 
agement arrangements as well as on penalty and inspection arrangements. 


The ability/willingness of an organisation to respond to the requirements of 
PFM/IC and its capacity to absorb those requirements will depend heavily 
upon the characteristics of the current bureaucratic organisation and the 
capacity of the civil service. Thus, ideally the existing organisation should 
have the characteristics which are appropriate to the needs of a managerial 
style organisation, that is, the employees have specific objectives and perfor- 
mance standards and objectives they are expected to work to, an appropriate 
organisational structure exists, employees are clear about the scope of their 
responsibilities through the existence of written rules and procedures, all 
employees are required to conduct their activities in an unbiased manner, and 
employees should be appointed to jobs based upon their technical skills. If 
these characteristics do not exist or only partly exist, the first step is to estab- 
lish these characteristics as part of the initial moves to PFM/IC. 

Once a decision has been made to implement the PFM/IC reform policy, 
this process of consultation and coordination should be continued so that 
state secretaries (and as necessary other officials such as the finance officers) 
could participate in a continuing process of learning. (If the reform is being 
financed from aid funds it may also be desirable to include within the consul- 
tation process officials from the aid organisation.) 
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7.1.8 The State Secretary, Internal Audit and Inspection 


In previous chapters and earlier in this chapter, the changed reporting arrange- 
ments for internal auditors have been discussed. Prior to the introduction of 
PFM/IC the traditional arrangement would be that the internal auditor 
would report directly to the political level of management, the minister. In 
some countries an inspection regime also exists designed to secure adherence 
to formal rules and procedures. Sometimes there is an overlap with internal 
audit. However, a clear separation of internal audit and inspection responsi- 
bilities should exist. To summarise those changes and the particular impact 
upon state secretaries, with PFM/IC as the quality of operational manage- 
ment is firmly the responsibility of a state secretary (or equivalent) in the 
normal course of internal audit activity, the auditor should report to the state 
secretary about the internal control arrangements rather than to the minister. 
(Bearing in mind that the definition of internal control with PFM/IC is much 
wider than in a traditional organisation.) This is because with PFM/IC the 
state secretary would have a direct responsibility for internal control. A min- 
ister would not have such a direct responsibility, except in the broad terms of 
having responsibility for the overall quality of the management of the minis- 
try. With PFM/IC if serious problems exist, the internal auditor could always 
report directly to the minister although in practical terms, this would be likely 
to raise serious tensions with the state secretary to whom the auditor should 
normally report.” Exactly the same arrangements should apply with inspection. 

Auditors may feel that this change would be a cause of concern. However, 
such a concern could be alleviated by the appointment of a truly independent 
audit committee and some may regard such a move as an appropriate comple- 
mentary reform to the implementation of PFM/IC. The internal auditor 
would then report not only to the state secretary but also to the audit 
committee. 


® The conventional theory is that the internal auditor should report directly to the head of the organisa- 
tion. However, the head of the organisation, the minister or mayor, in practice is unlikely to have the time 
or the detailed knowledge to enable him/her to make the judgements necessary to properly identify 
which elements of internal control should be reviewed by the internal auditor or to evaluate internal audit 
reports about the internal control activities. On the other hand, the senior official responsible for the 
implementation and monitoring of PFM/IC, that is, a state secretary, would have that detailed knowl- 
edge. For this reason, the suggestion is made here that as part of the usual work routine the internal 
auditor should liaise closely with this official in formulating the internal audit plan of activity for review- 
ing the internal control activities and be responsible for considering the reports of the internal auditor. 
However, with this practical arrangement, nothing should prevent the internal auditor reporting directly 
to the political head of the organisation where the internal auditor feels that that would be appropriate. 
In some countries, a more appropriate arrangement may be the appointment of an independent audit 
committee, as discussed in the main text. 
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7.2 Summary 


The responsibilities of the official (i.e., state secretary or equivalent) for the 
application of PFM/IC within a public organisation are considerable and 
much greater than those exercised by such an official prior to the implementa- 
tion of PFM/IC. They reflect the fact that applying PFM/IC is about manage- 
rial reform and therefore is about how public organisations are organised and 
managed to deliver objectives as well as to ensure that public resources are 
properly utilised and deliver better public value, with responsibilities being 
allocated between the political and the official levels of management. 
Consequently, the responsibilities of that official are not just about the tech- 
nicalities of PFM/IC but they also cover the managerial implications of the 
reform. The significant change that this reform will bring about is the profes- 
sionalisation of civil service management coupled with the delegation of oper- 
ational management from the political to the official level. Consequently, an 
important responsibility of a state secretary will be to retain the confidence of 
the political level of management in the competence of the operational man- 
agement and its capacity to deliver the objectives and performance standards 
set by the minister efficiently and effectively and to maintain financial and 
budgetary control. 

A ministry of finance through its state secretary should systematically 
engage with other public organisation state secretaries (or equivalent) about 
the application of PFM/IC through establishing a coordinating group. The 
role of the head of the department in the ministry of finance responsible for 
the application of PFM/IC should be to support the ministry of finance state 
secretary and act as secretary/coordinator of the group of state secretaries. 
Such engagement arrangements would form part of the process of generating 
‘local ownership’ of the reform. That coordinating group should be prepared 
to consult with other persons as necessary such as the state external auditor 
and the head of the government’s training institution or a university tutor 
with experience of managerial training. 

The introduction of PFM/IC will also affect the role and reporting respon- 
sibilities of internal audit and those of an inspection arrangement. Those 
reporting responsibilities should primarily be to the state secretary but with a 
right to still report to the minister where necessary. Internal audit concerns 
about this reporting change could be alleviated by the appointment of an 
independent audit committee to whom the internal auditor would also be 
required to report. 
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The Role of the Head of Finance 
and the Finance Department in Line 
Ministries and Other Public Organisations 
with the Application of PFM/IC 


Prior to the introduction of PFM/IC the role of the head of finance would be 
largely limited to that of financial controller including that of bookkeeper. 
The head of finance would be the main channel of communication with the 
ministry of finance and in those countries which have separated the responsi- 
bility for the capital or investment budget from the current budget, with the 
ministry responsible for the capital or investment budget too. A principle 
responsibility of the head of finance would be the development of the budget 
but in many developing and transition economy countries that budgetary role 
would usually be limited to the assembly of the budget in accordance with the 
ministry of finance and other central ministry requirements. The head of 
finance would not be expected to advise the manager on the appropriateness 
of the budget or on the linkages between the budget and expected perfor- 
mance (if the latter linkage is considered at all). The focus of accounting 
would be on financial accounting with little or no attention paid to manage- 
ment accounting (including costing). 

However, with the introduction of PFM/IC the role of the head of finance 
would be expanded considerably. This chapter describes that expanded role. 
Where there is a separation of the current and investment budgets the head of 
finance will be expected to bring these together so that each manager is aware 
of the total availability of resources. Again, the head of finance will have a key 
role in raising manager financial awareness and be expected to analyse the 
available budgetary resources over cost centres, cost drivers and any other 
form of analysis that a manager requires. Finance staff therefore will need to 
have the expertise and information to enable them to properly support the 
management of organisations, not least in providing managers with the 
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financial information they require to deliver greater efficiency and effective- 
ness. That will involve the extensive development of cost and management 
accounting, as well as the reallocation of budgets to meet the needs of manag- 
ers. The head of finance will also need to develop an advisory role to support 
managers in interpreting financial information, especially in the context of 
performance and to help them analyse information so that they are able to 
fulfil their responsibilities to deliver objectives and performance standards 
efficiently and effectively. This applies to both expenditure and income. It will 
mean that financial information systems will require development so that they 
can meet not only the needs of the ministry of finance but also those of the 
manager. Other responsibilities of the head of finance will include advising 
the manager on the difference between fixed and variable costs and on the 
management of fixed costs, not least because fixed costs dominate the budget. 
The head of finance should undertake the monitoring of both financial and 
operational performance and provide an assessment of the short- and long- 
run financial resilience of the organisation. 

As the civil (or local government) service will have a responsibility to sup- 
port the political level of management in the development of policy the head 
of finance is likely to be an important contributor to that process. An appre- 
ciation of cost and affordability should be important components in policy 
decision making. 


8.1 The Significance of Financial Management 
8.1.1 Financial Management in Public Organisations 


Public service organisations are unlike many private sector organisations 
because they are highly diverse and complex and their objectives can be diff- 
cult to define with precision. There is no equivalent to market share or return 
on capital or profitability or other commonly used market-based measures that 
a head of finance should be constantly monitoring. Public service organisations 
are also usually very much larger than private commercial organisations and 
often more complicated organisationally. Current or ongoing expenditure is 
usually financed from taxation or for some activities an element of funding will 
be raised from charges. Current expenditure should not be financed from bor- 
rowing because that will result in structural deficits. On the other hand, invest- 
ment expenditure will usually be financed from borrowing rather than from 
internally generated funds or from investment capital. There will be no share 
capital. In some countries these various sources of funds may be supplemented 
from grant aid, for example, from the European Union, and where this occurs 
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special rules may be applied to demonstrate how such funds have been used. 
Heads of finance should have a thorough appreciation of the different sources 
of finance and where it is appropriate to use those different resources. 

The accounting arrangements will traditionally have been based upon cash 
but there is an increasing tendency to move towards accruals-based accounting 
systems but only for financial reporting purposes. Budgets are almost always 
prepared on a cash basis. Because of the different approaches to funding, bud- 
gets have always assumed a much more dominant role in the public sector than 
in the private sector. Effective public financial management does not require the 
development of accrual accounting or variants of the cash and accrual account- 
ing bases. As has been shown earlier in this guide, accrual accounting, unless 
properly implemented with a well-trained management, can be a cause of addi- 
tional risk from a public financial management perspective and is not a pre- 
condition to an improvement in the quality of public financial management. 

A major problem in managing public expenditure at the organisation level 
arises from these features of public expenditure: 


e The policy objectives upon which a public organisation intends to spend 
money are not always capable of precise definition. 

e The outputs of a service cannot always be easily measured. 

e There is not always a clear relationship between resource inputs and the 
benefits which flow from the use of those resources. 

e Public services, unlike private services, do not serve a ‘niche’ market: they 
should be comprehensively available to the whole group or area that they 
are aimed at. 

ə Public services also must be reliable, that is, available in all circumstances 
subject to any policy changes, and this means that inevitably sufficient 
delivery resources should be available to secure delivery even with changes 
in operational circumstances. Consequently, for many public services some 
excess capacity must always be available, although how much is a matter for 
managerial judgement. 


"These features are why public services are not provided by the market. A con- 
sequence of these features is that “financial awareness’ is not an inherent char- 
acteristic of public sector management. A further complication is that many 
of the problems that public sector organisations seek to address cannot be 
solved by a single public sector organisation and require cooperation between 
public organisations, such as other ministries and local governments (always 
very difficult to achieve in practice), and sometimes also with private sector 
organisations, such as charities. The timescales for achievement are frequently 
inconsistent with the timescales for resource availability. However, heads of 
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finance should always be aware of ‘avoidable costs’ and that the factors above 
should not provide an excuse for a head of finance not to pursue a rigorous 
assessment of the costs of providing public services. 

A principal concern of a head of finance has traditionally been to ensure 
that expenditure is controlled so that budgetary allocations are not overspent 
and that decisions about spending conform to legal and regulatory require- 
ments. An important aim has been to prevent the misuse of public funds. 
However, given the increasing importance of public expenditure and the size 
of many public sectors, a single focus upon ‘financial and budgetary control’ 
is no longer adequate. Much greater regard should be had to the quality of 
public expenditure and that requires a more sophisticated approach to public 
financial management focussing, as far as possible, upon what is being 
achieved for the input of resources. Heads of finance should also be concerned 
about the future sustainability of public services and that will mean having a 
concern for the long-run future financial viability of the organisation. 


8.1.2 Financial Management, Decision Making 
and the Role of the Head of Finance 


As has been explained previously, a core principle of PFM/IC is that opera- 
tional decision making is delegated to operational managers. They are the 
managers who are nearest to the problem and have the greatest need for oper- 
ational information, both financial and performance. They are also those most 
likely to be more familiar with the risks and problems that affect the arrange- 
ments for the delivery of a service. Such officials probably also will be best 
placed to judge the value of the expenditure and corresponding opportunities, 
provided they have the information and support that they require to make 
good quality decisions. The accountability arrangements for such officials 
(and for subordinate organisations where they are involved) should reflect the 
delegation arrangements. 

An essential feature of that information and support that such managers 
need is that derived from effective financial management. An important ele- 
ment of the PFM/IC reform is driving higher standards of financial manage- 
ment and ensuring that finance is integral to decision making at the very 
highest levels in public organisations. Finance leadership in a line ministry or 
other public organisation is central to this. The head of finance should be the 
principal financial adviser to the management and most particularly to the 
top operational manager, the state secretary or equivalent. In this leadership 
role the head of finance must ensure that financial standards are maintained 
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and that the finance function is developed so that it is able to provide the 
information managers at all levels require in a timely manner. An important 
requirement of the head of finance is that he/she should possess excellent 
interpersonal skills, have experience of managing what is likely to become, 
especially in larger ministries a large, complex finance function, and have a 
considerable appreciation of the political context in which public organisa- 
tions operate. 

Financial management therefore goes well beyond exercising financial and 
budgetary control. The management information that managers require 
includes the full costs" of the services and activities that they are responsible 
for and what drives those costs, then ensuring that this understanding will be 
used to better inform decision making. This means that a head of finance 
identifies, with managers, the information they require, not least to ensure 
that services and activities are delivered efficiently and effectively (and the 
same applies to the arrangements for the collection of income). This will mean 
that a responsibility of the head of finance will be the development of man- 
agement accounting and costing systems relevant to the needs of the manager. 

The head of finance should have a specific responsibility for: 


e The management of overall organisation spending with individual manag- 
ers being responsible for the management of their own specific areas. 

e Supporting managers in generating improvements in value for money by 
raising standards of financial management. 

e Raising financial awareness amongst all levels of management; this means 
creating amongst managers a better understanding of the costs of activities 
and services they are responsible for and ensuring that this understanding 
will be used to better inform decision making. 

e Monitoring the delegation arrangements to ensure that the financial condi- 
tions attached to delegation are fully observed. 

e Developing techniques for forecasting so that an appreciation exists of the 
long-run costs of policy and investment decisions as well as changes in the 
operational environment caused by legislative, demographic, environmen- 
tal and other factors. 

e Have an appreciation of the services, activities and proposed developments 
of other public organisations so that cross organisation efficiencies can be 
exploited. 

e Development of financial and operational strategies. 


"Full costs include personnel, supplies and services, transport, property costs, overheads and an appropri- 
ate share of investment costs. 
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e Assisting managers in the development of budgets and for local govern- 
ment advising on local taxation policies. 
e Accounting and financial reporting. 


A state secretary (or equivalent) has a responsibility to support the political 
level of management with the development of policy and the strategy for the 
implementation of policy. This support will largely be based upon the practi- 
cal experience of operational management. To develop effective policy the 
politician requires information about costs and in particular what drives costs. 
The politician also requires an appreciation of how proposed policies are likely 
to fit with the budgetary envelope likely to be available to the organisation as 
well as upon the future finances of the organisation. This will be important 
information in negotiations with the ministry of finance about the implemen- 
tation of a proposed new policy. The head of finance should have a central role 
in providing that information. 

The personal qualities of the head of finance should include the skills and 
personality to act as financial adviser to the most senior operational manage- 
ment officials and where a management team exists, to that team. He/she 
should have an ability to communicate and manage; strong problem-solving 
skills and ability to make decisions based on accurate and timely analysis; a high 
level of integrity and dependability; good delegation skills; an ability to show 
and exercise good judgement, to make recommendations and to implement 
decisions. Also, because there is likely to be a large volume of data the head of 
finance should have an ability to determine what is important and what is not. 


8.2 Functions of the Head of Finance Prior 
to the Application of PFM/IC 


8.2.1 The Background 


With traditional systems of public administration, financial considerations 
generally are not central to decision making except in one respect which is to 
secure budgetary and financial control. Managers are not required to con- 
stantly search for ways of improving efficiency and effectiveness in the deliv- 
ery of public services or activities nor indeed are tools and advice available to 
enable them to do so. (There may be ‘token’ requirements in legislation but 
mostly these will have no substantive meaning.) Nor are managers required to 
look forward to assess the financial impact that current and future policy 
developments as well as any external factors, such as environmental or 
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demographic change, may have upon the longer run financial resilience of the 
organisation. Similarly, the stock of public assets is not treated as something 
to be managed so that effective use is made of this very important resource. 
The asset stock is not usually regarded as a manageable resource. Accounting 
is primarily a bookkeeping function dominated by the need to maintain bud- 
getary control. The budgetary analysis will be determined by the requirements 
of the ministry of finance with the manager having little or no say in that 
analysis. There will be little or no management accounting to meet the needs 
of individual managers. In countries with traditional systems of public admin- 
istration, budgets are usually based upon historical information and then 
sometimes adjusted for inflation. (In reality, budgets are frequently prepared 
hurriedly with little time for detailed analysis and the previous year’s budget 
is then repeated with no amendment to reflect changing circumstances. So 
quality is not necessarily a defining characteristic.) The detailed formulation 
of the budgets and the budgetary calculation processes may be specified by the 
ministry of finance leaving little or no discretion to the manager of the service 
or activity. As some key budgetary elements may be determined centrally by a 
ministry of finance or another central ministry, they may not be within the 
discretion of the manager responsible for the delivery of the budget. An exam- 
ple of this would be personnel budgets. In some countries, even relatively 
minor budgets may also be determined centrally, such as vehicle fuel con- 
sumption and as noted in a previous chapter even the allowance made for 
water consumption by individual members of staff. Because the structure of 
the budget and hence the financial control processes will be determined by 
the ministry of finance, this in turn affects the design of the accounting sys- 
tem and the information which is available to the manager of the service or 
activity. Overoptimistic assumptions about income, both taxable and non-tax 
income, can also be a feature of budgeting. 

A consequence of poor quality budgeting, and particularly instability of 
funding, is that heads of finance are frequently engaged in crisis or “cut-back” 
management to accommodate unforeseen circumstances and emerging defi- 
cits during the year. 


8.2.2 A Summary of the Responsibilities of the Head 
of Finance Before the Introduction of PFM/IC 


The primary responsibilities of the head of finance with a traditional system 
of public administration reflect the more limited role of a state secretary (see 
Chap. 7) and include: 
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e Leading the promotion and delivery throughout the whole organisation of 
good financial and budgetary control so that public money and public 
assets are always safeguarded, used only in accordance with the approved 
budget, that spending complies with the relevant laws and regulations and 
that it occurs only for public purposes. 

e Ensuring that financial regulations issued by the ministry of finance are fully 
observed throughout the organisation, including the segregation of duties. 

e In cooperation with financial information systems experts and internal 
audit, introducing appropriate measures to prevent and detect fraud and 
corruption and that all financial and personal information systems are pro- 
tected against electronic or other forms of attack. 

e Supporting the state secretary in the development of the budget by assem- 
bling the budget documents prepared by the different departments or units 
of a ministry or local government (but not necessarily be involved in any 
assessment of what level of finance is actually required); reviewing budget- 
ary demands to ensure that the calculations are consistent with any require- 
ments specified by the ministry of finance (i.e., not to assess the quality of 
those budgetary demands); informing the head of the organisation of the 
budgetary requirements and discussing the details of the budget with the 
ministry of finance in order to correct any mistakes or misunderstandings; 
revising the budgetary calculations if the ministry of finance requires reduc- 
tions in order to conform with a budgetary ceiling, but not making any 
decisions about or advising on where those reductions should fall; once the 
budget is agreed, informing the budget holders of the sums available 
for spending. 

e Preparing cash flow calculations and agreeing them with the ministry of 
finance or treasury and then maintaining cash flow control in accordance 
with the ministry of finance or treasury requirements. 

e Monitoring actual spending against the budgetary provision to ensure no 
overspending occurs or, that where overspending is likely to occur, that 
appropriate approvals for variations are obtained (virement) and similarly 
with variations to actual against forecast cash flow. 

e Checking that orders for goods and services are consistent with the pro- 
curement legislation. 

e Checking all invoices to ensure that they have been properly certified. This 
means ensuring that delegated financial authorities are respected and 
that the goods and services have been supplied in accordance with the spec- 
ification. The relevant documents would then be passed to the appropriate 
minister or deputy minister or other senior official to sign (with equivalent 
arrangements in local government). 
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e Issuing payment orders to the ministry of finance or treasury for the appro- 
priate minister or deputy minister or other senior official to sign (or equiva- 
lent arrangements in local government). 

e Collecting revenues that are due such as rents, concessions, charges for 
services, income from sales of non-financial assets, and so on, or if not 
directly responsible for revenue collection, monitoring revenue collection 
activity (and in local government this would apply to local taxation income, 
but probably not for central government). 

e Advising the state secretary on current expenditure trends against the bud- 
get and when authority for variations needs to be sought. 

e Maintaining the financial records of the organisation in the format pre- 
scribed by the ministry of finance. 

e Ensuring that where grant aid funds are provided that any financial condi- 
tions accompanying such aid funds are followed. 

e Preparing on behalf of the state secretary any financial reports (annual, 
semi-annual, quarterly) required by the ministry of finance. 


Variations to this list of responsibilities may occur depending upon local 
circumstances. For example, a head of finance may have a responsibility for 
the transfer of funds from a ministry to a second-level organisation or a non- 
governmental organisation (NGO) and then act as a financial controller to 
ensure that such funds are not overspent or are spent in accordance with any 
accompanying conditions.” Where the budget includes a medium-term per- 
spective, a head of finance may be involved in the calculation of forward year 
forecasts although frequently this just involves an adjustment for anticipated 
inflation beyond the base year. A head of finance may also be involved in pre- 
paring forecasts of the future ongoing costs of new investment. The extent of 
the head of finance’s role in preparing any financial statements and supporting 
documents will depend upon whether a single set of financial statements is 
published for the government as a whole or each public organisation is 
required to publish a separate set of financial statements. Again, these respon- 
sibilities will be affected by whether a cash- or modified cash-based, modified 
accrual- or accrual-based accounting system is in place. The head of finance 
may also have a responsibility for treasury management, particularly for the 
investment of short-term (e.g., overnight) funds, especially where there is no 


* With the introduction of PFM/IC the responsibility for transfer of funds should lie with the relevant 
manager responsible for the oversight of the second-level organisation and that manager should also 
ensure that the transferred funds are used only for the purposes for which the funds were made available. 
‘Control’ should therefore extend well beyond simply financial control. 
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centralised treasury single account. Otherwise, that responsibility will lie with 
the ministry of finance or treasury. 

The head of finance will usually have no role in the assessment of the appro- 
priateness of the budgets of second-level bodies, other than for the purpose of 
assimilating those budgets into the budget proposals for a ministry as a whole 
(or a local government) or for the review of the financial performance of a 
state-owned enterprise which a ministry is responsible for supervising. 

Little or no management or cost accounting is likely to exist and the head 
of finance is unlikely to be required to analyse the budget or accounting infor- 
mation in a way that would facilitate the development of efficient and effec- 
tive management. There would be no long-term financial planning (which 
should not be confused with medium-term budgeting). The head of finance 
would not be required to act as a financial adviser to the manager other than 
for financial and budgetary control purposes. 

The advice of the head of finance is unlikely to be sought in the develop- 
ment of policy and the head of finance is unlikely to have the type of informa- 
tion available that would enable the head to make an effective contribution 
other than to the possible impact upon budgetary limits. 

In summary, the principal functions of the head of finance would be to act 
as bookkeeper and financial controller. These are important responsibilities 
and are consistent with the requirements of public financial administration as 
described in Chap. 3, but they are not sufficient with the development of the 
managerial culture implicit in the introduction of PFM/IC. 


8.3 The Responsibilities of a Head of Finance 
with the Introduction of PFM/IC 


8.3.1 The Changed Background 


The most important changes affecting the role of the head of finance follow- 
ing the application of PFM/IC are that the head of finance must respond both 
to the development of a managerial culture and to the consequences of a 
greater focus on the interests of the stakeholders. This latter is demonstrated 
by the linkage between PFM/IC and improvements in transparency and cor- 
porate governance. These changes have a significant impact upon how finan- 
cial information is analysed, utilised and made available both internally to 
operational managers and externally to stakeholders. The budgetary analysis 
arrangements required by the ministry of finance, which dominate traditional 
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arrangements, are unlikely to be adequate for operational managerial pur- 
poses and the information required for public financial reporting purposes is 
unlikely to be relevant to the needs of most stakeholders. Traditional financial 
reporting arrangements will not in general facilitate transparency about how 
an organisation has utilised available public resources when compared with 
the achievement of objectives. The operational manager as has been shown 
previously, if he/she is to be effective, will require that financial information is 
provided in different ways, that is, it will need to be interpreted, classified, 
analysed, reported and summarised differently for management and stake- 
holder reporting purposes compared with that for year-end financial report- 
ing and ministry of finance budgetary control purposes. With traditional 
pre-PFM/IC public administration systems these managerial and stakeholder 
needs have not been regarded as important, or recognised at all, because “con- 
trol’ has been the driving factor rather than ‘management’ with ‘control’ and 
reporting being focussed upon the requirements of the ministry of finance. 
"The responsibility of the operational manager to achieve objectives efficiently 
and effectively will not have been a central requirement. With the application 
of PFM/IC the control of inputs remains important but there is an added 
focus upon achieving the outputs (i.e., the objectives of the organisation) and 
doing so efficiently and effectively. To do that there has to be effective man- 
agement. Heads of finance with traditional systems of public administration 
have not therefore expected to be trained professional financial managers in 
the way they would be expected to be in a managerial environment. 
Consequently, with the introduction of PFM/IC the responsibilities and 
approach to finance must change significantly to complement the adoption of 
a managerial approach to the delivery of public services. 

An aim of the finance function within each public organisation should be 
to drive improvements which support the delivery of high-quality efficient 
and effective public services. To do this the head of finance should seek to 
provide management-focussed advice, that is, to respond to the manager's 
needs and to provide those specialist financial services that the manager 
requires. An example would be specialist management accounting informa- 
tion. A further aim should be to ensure that the capital stock of the organ- 
isation is used efficiently and effectively. This includes not just assets but 
also ensuring that the levels of debtors and creditors are being effectively 
managed. 

As a manager operating in a managerial environment will require different 
forms of analysis to those provided by conventional budgetary documents, 
the determinant of that analysis should be the manager rather than the min- 
istry of finance. The adviser to the manager for this purpose should be the 
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head of finance for the organisation. This requires the development of an 
operational partnership between the manager and the finance official. In addi- 
tion to this for effective financial management with a focus upon efficiency 
and effectiveness, the manager will require detailed information about opera- 
tional performance. This is likely to require the development of new informa- 
tion systems and the linking of operational performance information with 
financial information. This will mean that cost and management accounting 
information the manager will require will affect the range of financial support 
available to the manager. Consequently, this is likely to affect how that infor- 
mation is provided and the specialist skills and analyses that will be required. 
For example, each hospital or major educational establishment will require 
particular forms of financial analytical information. That need, in turn, may 
affect how the finance function is organised. Thus, should the whole finance 
function be centred on the head of finance or should particular managers 
(such as of a hospital or a major college or university) have their own finance 
staffs. If the latter they, in turn, would need to liaise with the ministry or local 
government head of finance. (This is discussed in Sect. 8.7 below.) 

Appreciating these requirements also shows that with the introduction of 
PFM/IC the professionalisation of financial management is a necessary con- 
dition. The role of head of finance as well as of operational management with 
PFM/IC is more demanding and hence more time consuming than that 
expected with traditional public administration arrangements. A higher level 
of technical knowledge is required as well as considerable experience of the 
operational environment. 

For the finance role to be effective in a PFM/IC-dominated environment 
the head of finance must ensure that the core financial processes, systems and 
management information provide the information the manager requires. As 
that information is likely to differ from manager to manager, the head must 
ensure that consistent financial standards and policies are applied and that 
managers are familiar with them and regard them as relevant to their opera- 
tional environment. To achieve that the head of finance must ensure that 
expert people are employed in finance departments and that they have a clear 
career structure and opportunities for training and development exist (see 
Sect. 8.5 below). The organisation structure should promote collaboration 
with management and knowledge sharing. Finance officials should strive to 
become trusted partners of the management at all levels in the organisation. 
A main point that should come to be appreciated is that: “Finance is not just 
about money: it is about whether our organisations are delivering expected 
policy outcomes on time and to budget. This means we need to understand 
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how policy and strategy connect through to delivery performance, and how 
risks and opportunities are identified and managed.”° 


8.3.2 The Key Changes That the Head of Finance Should 
be Prepared for, Including Support to Managers 


With PFM/IC a key change, as was pointed out above, will be in the informa- 
tion that a manager requires and which the finance department will be 
expected to provide. This will involve not only different budgetary analyses 
but also the provision of cost and management accounting information where 
required by management to complement financial accounting information. 
This is part of the process of preparing financial information for operational 
managers in a form that is required by the manager. The analysis of budgetary 
information should be designed so that information is provided in a form that 
allows for the interpretation of that information for managerial purposes. The 
management accounting reports should provide accurate and timely financial 
and performance information to managers. This is to enable them to make 
short-term and long-term decisions about the achievement of the objectives 
of the organisation, including whether it is doing so efficiently and effectively 
and at the same time containing expenditure and income within prescribed 
budgets. 

In practice, line ministry managers will require considerable support in 
developing a managerial approach to managing public money and not least 
over how to achieve improvements in efficiency. This is likely to be entirely 
new to them and will require advice and training on how expenditure and 
income should be analysed. For example, an operational manager may require 
analysis over cost drivers and cost centres, the development of appropriate 
cost accounting techniques (see a later section of this chapter) and so on. The 
head of finance should be able to provide that advice. 

Management accounting differs from financial accounting. Financial 
accounting provides the information to a ministry of finance and to the man- 
agement of an organisation primarily for budgetary control purposes and to 
enable the ministry of finance to prepare the annual financial statements. That 
information will be organised to suit the needs of the ministry of finance, 
rather than those of the manager. Cost accounting provides an analysis of the 


5 Government Finance Function Strategy 2019-2023 Executive Summary: Comment by Rachel McLean 
Finance Director General, Ministry of Housing, Communities and Local Government p5: UK 
Government: Government Finance Function—GOV.UK (www.gov.uk). 
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actual costs of service operations, processes, activities or products and the 
analysis of variances from the detailed budgets for those individual activities 
and where standard costs are calculated variances from those standard costs. 
(A standard cost is the estimated cost of a providing a service, activity or 
product.) 

In summary, with PFM/IC the financial information system must provide 
two basic analyses of information: 


(i). The information the ministry of finance requires to enable it to be confi- 
dent that budgetary control is being maintained and therefore spending 
is consistent with the budget law approved by parliament and that it can 
complete the government wide chart of accounts (CoA) used for finan- 
cial reporting purposes. This CoA should be used by all ministries, 
second-level bodies and other public organisations of the government for 
financial accounting purposes. It would also be used by a ministry of 
finance for international statistical reporting purposes. 

(ii). The information managers (both political and civil service) within min- 
istries, second-level bodies and other public organisations require for 
management and policy development purposes. How it will be organised 
will depend upon the requirements of individual managers, that is, not 
the ministry of finance and it could be different for operational managers 
and political-level managers. 


The analyses that will be required will be more complex where there is a 
separation of the current budget from the investment budget with reporting 
to two different ministries. Managers will require detailed information about 
both budgets and meet what may be the different control requirements of dif- 
ferent ministries. 

The head of finance must ensure that these two forms of analysis utilise the 
same basic accounting information.“ Consequently, the coding structure 
should be devised in such a manner that it can provide both the information 
that the manager needs and that required by the ministry of finance for its 
purposes. (Very often coding structures are devised simply to meet the needs 
of the ministry of finance and then only for budgetary control purposes.) 

‘The operational manager will require the management and cost accounting 
information necessary to enable him or her: 


“See Chap. 5 and the reference to the Canadian arrangements. 
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e To maintain budgetary, financial and cash control over the area of activity 
for which he/she is responsible; 

e To understand how well each part of the organisation for which the man- 
ager is responsible is performing and 

e At the same time fulfil the responsibility for delivering objectives and per- 
formance standards and doing so efficiently and effectively. 


Thus, the head of finance in conjunction with the operational managers in an 
organisation will need to develop a financial analytical system, that is, a man- 
agement accounting system, specifically designed to meet the needs of each 
manager’s area of responsibility. Therefore, the coding structure should be 
designed to provide the information that individual managers may need as 
well as the ministry of finance. 


8.3.3 The Head of Finance and the Development 
of Policy, Including Securing Short- and Long-Run 
Financial Resilience 


With the managerial information requirements that should be developed with 
the implementation of PFM/IC the head of finance should be able to make 
an effective contribution assisting the state secretary support the political 
leadership in the development of policy. As the role of the civil service in 
policy making is to provide advice on how political ideas can be converted 
into practical public services able to be delivered within budget and in such a 
manner as to be capable of being maintained within a longer term forecast 
financial framework for the organisation, the financial contribution is 
extremely important. 

Effective policy can only be developed if it is accompanied by an analysis of 
the financial consequences of that policy including the identification and 
impact of the relevant cost drivers (such as pupil/teacher ratios or penal pol- 
icy). The head of finance should be able to contribute to that policy making 
role. For this contribution to be effective the head of finance must gain the 
confidence of the head of operational management, (the state secretary) and 
the policy maker. 

Both the political head of a ministry or local government or other public 
organisation and the head of the operational management within that organ- 
isation should also be concerned about the short- and long-run financial resil- 
ience of the organisation. 
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What is meant by financial resilience? In simple terms, this is the ability, 
from a financial perspective, to respond to changes in delivery or demand 
without placing the organisation at risk of financial failure. This means having 
the ability and flexibility to forecast and manage both expenditure and income 
to meet requirements as they change while delivering a balanced budget. 
What are the key indicators of financial resilience? They will depend upon the 
type of service that a public organisation is providing and the circumstances 
in a country under which a public organisation is operating. Each present a 
risk to the viability of an organisation. A head of finance together with the 
head of operational management should assess and report to the political head 
of the organisation on the financial resilience of the organisation following the 
assessment, because the result may have a major impact upon existing and 
future policy. 

In assessing financial resilience an aim will be to identify those factors,’ 
which might impact upon the longer run finances of the organisation. A result 
should be that consideration is given through the development of contin- 
gency plans to how costs should be managed in the event of adverse financial 
circumstances emerging, as periodically they inevitably will. This approach 
would be much more effective and facilitate the more efficient utilisation of 
resources than simply reacting to a financial crisis without any pre-planning. 
Short-, medium-term and longer run finances will be affected by such factors 
as an economic downturn, increases in interest rates, the impact of legal 
changes, technological change, environmental change and, where foreign aid 
is significant, changes to the level of that foreign aid. Another feature in assess- 
ing financial resilience will be to ensure that new development proposals can 
be introduced without impacting adversely upon the ability of the organisa- 
tion to maintain its current services and assets. In assessing new development 
proposals a factor that should be considered should be how that new policy 
could be affected if in the future, economies have to be made because of 
changed economic circumstances or a failure to generate the revenues that 
underpin the budget. 

Of course, the head of finance will need to continue to provide the infor- 
mation the ministry of finance requires and to ensure that the budgetary and 
cash flow controls established by the ministry of finance are fully observed, 
that is, through the financial accounting system. But such controls are nowhere 
near enough to secure financial resilience. Short-run financial resilience 
requires that flows of service delivery activity are consistent with the availabil- 
ity of finance, both domestic and foreign aid, not simply that budgetary 


>See also Sect. 8.3.6 below. 
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controls are observed. This means that commitments must be fully recorded 
even though no actual payments may have been made. Therefore, an impor- 
tant element of financial management is to ensure that payments and com- 
mitments together do not cause budgets to be exceeded. Consequently, the 
head of finance and the manager together should review budgets monthly and 
re-forecast the likely outturn for the remainder of the financial year. In prac- 
tice in many developing and transition economy countries, particularly in 
southern and eastern Europe, financial reports are prepared only three 
monthly and no re-forecasting occurs at all. Consequently, towards the end of 
the year the risk is that the manager suddenly finds that the budget will be 
overspent and that a supplementary budget is required or short-run cuts must 
be made to the provision of services and activities. Either way the result is 
inefficient management. Three monthly financial reporting does not allow 
sufficient time to make realistic service or activity adjustments to ensure that 
budgets are not overspent and that is why activity and spending should be 
reviewed monthly. Re-forecasting enables managers to take decisions earlier in 
the year to avoid overspendings occurring or to ensure that unused funds are 
not hurriedly spent at the end of the year, merely to utilise a budgetary allow- 
ance irrespective of the merits of that expenditure. Spending should also be 
linked with performance, that is, is the spending achieving the objectives? 
Over- or under-spending on its own is not a sufficient indicator and the 
responsibility of the head of finance and the manager is to link spending with 
performance. This will indicate whether there is genuine under- or overspend- 
ing, or merely if overspending, increased inefficiency. 

The argument put to this author in some southern and eastern European 
countries is that there is no need for short-run financial planning because there 
can be no budgetary overspending. This is because ‘the treasury control system 
would prevent it’ and therefore effective budgetary control exists. This, however, 
ignores the point that commitments may be entered into particularly affecting 
future periods and that arrears of payments to creditors can and do exist as one 
of the processes for ensuring that overspending does not occur (or more accu- 
rately can be concealed). Therefore, the fact that the ministry of finance treasury 
control system prevents overspending does not mean that there is effective bud- 
getary control; it can merely disguise the fact that such overspendings are occur- 
ring and the consequences are being borne by the following year’s budget or by 
the creditor, that is, the private element of the economy. (This can be accompa- 
nied by price inflation as creditors seek to recoup their added costs.) 

Many ministries and local governments establish second-level organisa- 
tions. A further factor therefore that the head of finance should be concerned 
about is the financial management of such organisations, whether agencies or 
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state-owned public corporations. A state secretary (and the political level of 
management) should want to ensure that not only are the objectives of such 
organisations consistent with the policy expectations of the first-level organ- 
isation but that all second-level organisations are managed in such a manner 
that their objectives and performance standards are delivered efficiently and 
effectively and that they do not incur liabilities which could have an adverse 
effect upon the first-level organisation. The head of finance should ensure that 
he/she is well informed about the quality of financial management in such 
second-level organisations so that, in turn, the state secretary and/or the polit- 
ical level of management can be properly informed (see also Chap. 12). 

Longer run financial resilience depends upon the quality of all those pro- 
cesses that involve finance including the relevant corporate governance 
arrangements such as: 


e ‘The realism of forecasts of costs and savings plans; 

e ‘The realism of projected income streams; 

e The quality of performance monitoring; 

e Where cash reserves are a factor in financial planning that such reserves are 
not used to finance long-run developments and that they are maintained at 
a level which is appropriate given the uncertainties that are likely to affect 
the financial resilience of the organisation; 

e The compatibility between the different development plans for the differ- 
ent services and the medium-term and long-run financial plans for the 
organisation. And if such plans do not exist, then they should and the head 
of finance should encourage their preparation; 

e The operational environment including a willingness to recognise the 
importance of ‘challenge’ by the head of finance and the recognition by top 
operational and political management of the importance of maintaining 
financial discipline. 


In Annex 2 to this chapter the different criteria which should be considered 
in assessing financial resilience are discussed. 


8.3.4 Accountability and Transparency 


A feature of PFM/IC is increased accountability and transparency. The COSO 
framework referred to in Chap. 5 is described in detail in Chap. 11, included 
reporting objectives. These objectives are about both internal and external 
reporting and accountability and transparency. They relate to financial and 
non-financial reporting. The factors in the COSO framework specifically 
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referred to include reliability, timeliness and transparency but the framework 
recognises that other factors may be relevant as well depending upon local 
requirements, and for public sector organisations, this should include infor- 
mation about whether violations have occurred to budgetary allocation limi- 
tations. Bearing in mind that the COSO framework applies to private sector 
companies, application to the public sector could introduce a range of addi- 
tional requirements. Not the least of these requirements would be those 
expected by parliament to enable it to fulfil its scrutiny responsibilities. 
Transparency also embraces the information required by civil society and how 
that information is presented. The linkage of finance with objectives and per- 
formance will be key elements in accountability and transparency. 

The head of finance will have a responsibility to prepare the annual finan- 
cial statements of the organisation or alternatively provide the information 
that the ministry of finance requires to enable it to complete the financial 
statements of the whole of government. These statements will be subject to 
external audit, whether they are published separately for each organisation or 
sent to the ministry of finance for consolidation into a government wide set 
of financial statements. 

Financial statements, especially consolidated financial statements, do not 
provide the information that stakeholders, not least parliaments, usually 
require about the operation of individual public organisations. From a corpo- 
rate governance point of view this is inadequate and information should be 
published in a form which is accessible to the user or stakeholder in each pub- 
lic organisation and that information should inform the reader about much 
more than the finances of the organisation. This may require the publication 
by each organisation of an annual report which specifically addresses the inter- 
ests of the stakeholder and demonstrates how public funds have been used 
against budgets, the level of performance achieved against objectives set, the 
factors which are likely to affect performance into the future, details of strate- 
gically important matters such as sustainability, ethics, values and/or corporate 
social responsibility and information on environmental matters (exactly what 
should be published will depend upon the scope of the responsibilities of the 
organisation) and also the strengths and weaknesses of the internal control 
arrangements (see also Chap. 13 on the statement of internal control). 

The head of finance has a key role in enabling management to fulfil its 
accountability and transparency responsibilities. This raises the question as to 
whether in addition to the conventional financial statements, if an organisa- 
tion is to fulfil the accountability and transparency requirements envisaged by 
COSO, it should also publish separate financial and performance reports to 
complement consolidated financial statements published by the ministry of 
finance? 
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The department responsible for the application of PFM/IC should issue 
guidance on how ministries, local governments and other public organisa- 
tions should meet accountability and transparency requirements. Particular 
attention in developing the reporting specification should be paid to the needs 
of parliament so that parliament has an opportunity to appreciate the extent 
to which the government and/or individual public organisations have met 
their objectives and performance standards. This is not simply about under- 
or overspending compared with budgetary approvals. 


8.3.5 Managing Costs 


Maintaining financial resilience as well as improving efficiency and effective- 
ness also depends very heavily upon a public organisation’s ability to manage 
its costs. Improving efficiency and effectiveness very often requires that diffi- 
cult decisions are required, not least in attacking what are often deemed to be 
the fixed costs” of an organisation. Those fixed costs can include employee pay 
(not least because of the contractual arrangements with employees and per- 
haps a political unwillingness to change the level of the number of employ- 
ees), social benefits, the costs of servicing debt, the costs of maintaining assets 
which may be out of date or are inefficient to use or which are surplus to 
requirements or cannot be adapted to meet modern conditions (such as medi- 
cal facilities) and staffing. Yet it is these ‘fixed’ costs that dominate budgets and 
which often cause so much difficulty when budgetary changes are required. 
How budgets are developed will, or should, also be affected by the develop- 
ment of PFM/IC. For example, budgetary calculations should reflect the 
underlying performance information and the management/political policies. 
To manage costs an operational manager should not simply be concerned with 
how much individual transactions cost but with what causes those costs to be 
what they are, that is, what is it that drives the costs and can those cost drivers 
be changed. Consequently, in developing budgets regard should be had to the 
identification and impact of those cost drivers. Substantive cost management 
should be aimed at those cost drivers, rather than simply at cost totals. 
Managers should be judged therefore not just by their ability to keep costs 
within a defined budgetary allocation but also by their ability to deliver perfor- 
mance and at the same time to identify and manage those factors that drive 
those costs. (Changing cost drivers may not always be possible for an 


6 Fixed costs in accounting terms include those costs which remain the same whether activity increases or 
decreases. However, in the public sector this definition can be widened to include those costs which the 
politician does not wish to see changed, such as employee costs, whatever the circumstances and such 
costs can be a major contributor to total budgetary costs. 
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operational manager and political authority may be needed and that of course 
shifts the responsibility to the politician and away from the operational 
manager.) 

Associated with the identification of cost drivers by those responsible for 
the development of budgets within ministries delivering public services is also 
the need to ensure that ministry of finance officials responsible for negotiating 
budgets (and if there is a separate budget for investment, the officials of the 
ministry responsible for that budget) in turn have an appreciation of what 
drives costs. That will require close coordination between those officials and 
the head of finance within ministries responsible for the delivery of public 
services. Unless officials from these central ministries have an appreciation of 
what drives costs in individual ministries, the risk for them is that they will 
not be able to make effective judgements about the appropriate allocation of 
budgetary resources. 

A related factor is that individual ministries or other public organisations 
may not be totally in control of their own costs, and decisions made by other 
ministries and public organisations can influence them. An important respon- 
sibility of the head of finance is to ensure that he/she is aware of such possibili- 
ties. For example, should a decision be made to increase significantly the 
number of police by the responsible ministry that will influence the budgets 
of other ministries such as those responsible for the court system, for prisons, 
for the probation service, for the maintenance of family cohesion where there 
may be an increase in the arrest of the main family income earners. 


8.3.6 The Role of the Head of Finance as a ‘Check’ 
on Managerial Aspirations and as a Reviewer 
of the Utilisation of Assets 


The head of finance will also be the person who acts, either directly or through 
the state secretary, or equivalent, as a ‘check’ on the aspirations of manag- 
ers (political and appointed) because their proposals are not financially viable. 
The head of finance may also wish to secure transparency and accountability 
by publishing information those managers may prefer to not disclose. These 
responsibilities may put the head of finance into conflict with managers, even 
political managers within an organisation, and this will require that the head 
of finance has the support of the state secretary in a ministry (or equivalent 
in local government) for the actions proposed to be taken. What should not 
happen is that the head of finance allows another official to determine the 
content of a financial report or advice. In extreme circumstances a head of 
finance may need to discuss the circumstances with the external auditor and/ 
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or with the ministry of finance. The overriding responsibility of the head of 
finance is to secure the financial integrity of the organisation and to make 
clear where there is a possibility of that financial integrity being compro- 
mised. Financial integrity is central to the determination of the reputation of 
an organisation and to public confidence in the organisation. 

A further important role of the head of finance with PFM/IC, which has 
been referred to above, should be to have regard, inter alia, to the stock (value!) 
of the assets that an organisation owns and the utilisation of those assets. The 
head of finance therefore ought to be engaged in balance sheet management. 
This requires much more than the recording of the assets. Balance sheet man- 
agement would be an entirely new concept which should be a critical part of 
any change to accrual accounting but even without that the head of finance 
should ensure that asset records are not only maintained for control purposes 
(in one respect this is a minor element) but more importantly to ensure that 
those assets are fully and effectively used. This is an essential element of PFM/ 
IC. This is not about the delivery of public services but the efficient and effec- 
tive use of resources. 

Consequently, each head of finance of a public organisation should ensure 
that the managers of that organisation have due regard to the stock of assets 
and the extent of their utilisation and if not fully used what are the possible 
alternatives, which may include an alternative use by either the present owner 
or by transfer to another public sector body or ultimately sale. A further fea- 
ture of the need for effective asset management has been demonstrated in an 
IMF Country Report on Ireland: 


The lack of asset surveys, together with issues concerning valuation and owner- 
ship, present a challenge for the management and maintenance of public assets. 
With no solid estimate of the capital stock, the amount that should be provided 
for maintenance and rehabilitation of the assets is unclear. Currently, funding of 
maintenance is provided on a relatively ad hoc basis, and anecdotal evidence 
gives a clear sense of premature deterioration in assets. The absence of systematic 
data on the stock of assets is also likely to present a challenge when asset sales 
take place. A current example is the planned combination of three hospitals into 
a single national paediatric hospital in Dublin. Two of the hospitals to be 
replaced are owned by private orders, though these have been state funded for 
decades, while the third is a state hospital.” 


This is a clear example of the importance of asset management and of the 
implications for future liabilities. None of this though means that effective 


7 Technical assistance report—public investment management assessment IMF country report no 17/333 
Ireland. 
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asset management depends upon the development of accrual accounting. İt 
does not and what is more important is the maintenance of accurate asset 
records coupled with a managerial determination to ensure that assets are 
used in the most efficient and effective manner or are disposed of. (The experi- 
ence of this author is that a weakness in many countries of the approach to 
accrual accounting is that the arrangements for the identification of the cur- 
rent values of assets are inadequate and a need for a current valuation is 
regarded as unnecessary because the written down original cost is regarded as 
appropriate. This ignores how changes in the distribution of asset values occur 
with changes in circumstances and not least changes in demand for certain 
types of assets in particular locations over time. Accrual accounting can also 
require complex valuation arrangements to be adopted, for example, for infra- 
structure assets and spare parts when valuing plant and equipment, and a 
reality is that valuation expertise is not always available.) 


8.3.7 A Summary of the Role of the Head of Finance 
with the Introduction of PFM/IC 


In summary, the head of finance with PFM/IC will still have the responsibili- 
ties of bookkeeper and financial controller and those other responsibilities 
which may exist under the pre-PFM/IC arrangements. However, with PFM/ 
IC the head of finance in addition must develop those additional financial 
services and provide the advice and information that will meet the needs of 
the policy maker and the operational managers at all levels in the organisa- 
tion. The state secretary (or equivalent in a local government) should ensure 
that all these elements of financial management exist. In addition, the head of 
finance will have a key role in developing the information required for exter- 
nal reporting and the development of transparency. The head of finance will 
also be responsible for securing the financial integrity of the organisation, 
both in the short and long run. 

Four consequences of this expansion in the role of the head of finance and 
the development of PFM/IC are that he/she: 


e Needs to develop financial analytical skills, including costing, financial 
forecasting skills and financial appraisal skills. 

e Has the technical capacity to apply financial reporting standards and other 
transparency requirements (which may include how information is to be 
presented to ensure that it is accessible). 
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e Has the personality and knowledge to challenge managers and those in 
authority, to justify the decisions that they may be making. Close 
cooperation with the state secretary or equivalent is essential and very 
importantly, maintaining the confidence of the state secretary or equivalent 
is equally essential. 


Appointments should be based upon competence, not political affiliation, 
and the head of finance should be able to provide impartial advice, not least 
to the political level of management (in other words there are no political 
constraints determining the nature of that advice). 


8.4 The Head of Finance Role in Developing 
a Financially Aware 
Operational Management 


8.4.1 The Centrality of the Role of Head of Finance 


With PFM/IC finance has a much more significant role than with the tradi- 
tional arrangements for public financial administration. The head of finance 
responsibility is to support the head of operational management (e.g., a state 
secretary), develop a financially aware organisation and support the head of 
operational management in creating a managerially oriented organisation 
aiming to improve efficiency and effectiveness in the delivery of public ser- 
vices and activities and in meeting the objectives of the organisation. The head 
of finance therefore will need to become a key adviser to management at all 
levels in the organisation on the financial implications of proposed policy and 
investment decisions, on the costs of current operational activities, on the 
efficiency and effectiveness of those operations and similarly on income gen- 
erating activities, as well as on the utilisation of the assets of the organisation. 

The responsibility of the head of finance is to push out the boundaries of 
financial management knowledge. The focus upon outputs with PFM/IC 
rather than simply upon control of inputs creates new areas of financial man- 
agement development. As performance information is developed over time 
the opportunities for strengthening the relationships between inputs and out- 
puts will grow and the head of finance should be a key contributor to driving 
improvements in performance measurement. 

These changes will affect the status and authority of the head of finance. 
The head of finance responsibility changes from simply acting as a channel 
providing information to assessing information critically and at times to resist 
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managerial proposals and/or to make clear why objections are being made. 
These are reasons why the head of finance should be a member of the top 
management team of an organisation or, if such a team does not exist, should 
be a key adviser to the state secretary (or head of a local government service). 
An assumption is that the state secretary (or equivalent in local government) 
is, in turn, a key adviser to the politically appointed officials on the develop- 
ment and strategy for the application of policy and that advice will include 
financial advice. 

In considering the role of the head of finance a useful model is to compare 
it with that of the finance director within a private company. The finance 
director would have a very senior role on the board of management and the 
same should be true in principle within public sector organisations, even 
though the organisational circumstances may be different. Without that sta- 
tus and authority, finance is likely to be treated simply as a control function. 

The analysis in this chapter also serves to demonstrate that to improve efh- 
ciency and effectiveness, the control of expenditure against the traditional 
budgetary analysis required for ministry of finance purposes is not sufficient. 
It may achieve budgetary control but this form of control does not tell a man- 
ager anything about efficiency and effectiveness or whether what has been 
spent has achieved was what was expected to be achieved when the budget was 
agreed. In other words, the traditional approach to budgetary control tells the 
manager (and the ministry of finance) nothing about the outputs that are 
expected to be achieved for the inputs. 

Overall, the head of finance should provide financial leadership throughout 
the organisation including the promotion of financial literacy and awareness. 
With PFM/IC finance assumes a much greater significance within an organ- 
isation and the head of finance has a key role in making clear to managers at 
all levels the importance of finance as a main driver in improving managerial 
discipline within the organisation, in the search for improvements in efficiency 
and effectiveness and of the importance of finance to the development of effec- 
tive strategic and business planning. The financial integrity of the organisation 
is central to its overall reputation and the maintenance of financial integrity 
depends very heavily upon the capability and authority of the head of finance. 


8.5 The Training of Heads of Finance 


What is set out above represents a considerable list of additional responsibili- 
ties falling upon the head of finance compared with those which exist with 
pre-PFM/IC arrangements. If these responsibilities are to be properly applied, 
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they will require the development of a professional cadre of financially trained 
officials. If the organisation were operating in the private sector, this need 
would be taken for granted, but that usually does not occur in public sector 
organisations. The message from this though is that the PFM/IC reform is 
unlikely to be successful unless a commitment exists to secure the training 
that many current heads of finance are likely to require. (A need for specialist 
training for internal auditors is accepted in most countries, yet the same per- 
ception does not appear to exist for the technically much more specialist, 
more demanding and higher status role of a head of finance.) Therefore, a 
consequential responsibility of a ministry of finance should be to prepare a 
development plan for the strengthening of finance departments so that they 
have the complementary skills to support the managers. This plan should 
include ensuring that heads of finance and their senior staff members have 
knowledge of the legal framework and regulations affecting finance, an under- 
standing of the principles of PFM/IC (as, e.g., identified in this guide), the 
theory and practice of accounting, financial planning and the development of 
financial strategies including long-term financial strategy (see section on busi- 
ness and strategic planning and strategic financial planning below), all aspects 
of costing and how and when it can be used (see section on cost accounting 
below), all aspects of budgeting, investment appraisal, the management of 
income (including taxation in those organisations which have their own taxa- 
tion resources, such as local governments), financial reporting and audit, the 
identification and management of risk and especially fiscal risk, the exercise of 
financial leadership and the provision of advice to managers and policy makers. 
A discussion of these different areas of knowledge is included in a publica- 
tion by the Chartered Institute of Public Finance and Accountancy (CIPFA).® 
Exactly what technical skills will be required will depend upon the business of 
a particular organisation. However, an important operational risk for a head 
of finance is that he/she becomes absorbed in the various techniques and loses 
sight of the main responsibility flowing from the development of PFM/IC 
which is the provision of financial advice and support to management at all 
levels in an organisation. Therefore, an important feature in the training of 
heads of finance should be in management and in the ‘softer management 
skills’ such as communications, negotiation, presentation and networking. 


SInternational Public Financial Management: Essentials of Public Sector Accounting CIPFA/ 
Routledge 2019. 
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8.6 Accrual Accounting and Its Impact upon 
Financial Management 
and Financial Reporting 


A factor which could affect the financial management and reporting arrange- 
ments is the introduction of accrual accounting. Considerable pressure exists 
on countries to harmonise financial reporting by adopting the international 
public sector accounting standards, IPSASs (although for European countries 
a set of European standards are being developed’). These standards are not 
designed for management accounting purposes. However, should countries 
decide to adopt these standards, heads of finance would need to become 
familiar with them and decisions would have to be made about how they 
would impact upon the management accounting arrangements. Consequential 
decisions would also have to be made about whether the budgeting arrange- 
ments should be converted to an accruals basis or not, and if not, arrange- 
ments would have to be made to reconcile systematically the results of two 
different bases for the provision of financial information. Very few developed 
economy countries have adopted accrual budgeting. 

Again, the head of finance will need to recognise the impact that a change 
to accrual accounting will have upon the information available to managers 
particularly about the utilisation of assets and the management of debtors and 
creditors. Ideally accrual accounting reform should be accompanied by a man- 
agerial reform like that required for the PFM/IC reform in order to create the 
managerial environment which would require managers to utilise the accrual 
accounting information to improve the quality of public financial management. 

What can be said though is that an unwise decision would be to adopt 
these accrual accounting standards at the same time as adopting PFM/IC 
because the impact upon management accounting arrangements and hence 
upon both managers and heads of finance would be significant. 


8.7 The Organisation of the Finance Function 


Given the additional responsibilities falling upon managers and the head of 
finance with the introduction of PFM/IC, an important factor that should be 
considered is how the finance function should be organised. Traditionally in 
most countries the finance function has been centralised for each 


? European public sector accounting standards, EPSASs, are based upon the international standards. 
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organisation. This may continue to be appropriate for small organisations but 
with larger public organisations such as ministries of defence, internal affairs, 
social services, health and education (as well as in large cities) there is the pos- 
sibility of decentralising the finance function. Individual top managers of 
large-scale services or activities may require the support of their own ‘in-house’ 
financial experts if they are to perform their responsibilities effectively. For 
example, the manager of a major police department will require a finance 
office capable of working with him/her to identify cost centres and of analys- 
ing costs over those costs centres and their activities as well as comparing cost 
centre performance. This is even though there will be a finance officer 
employed within a ministry of the interior. Or again, the manager of a hospi- 
tal or a university will want to identify the costs of different departments of a 
hospital or university as well as the activities within those departments, such 
as the utilisation of operating theatres or the costs of particular types of edu- 
cational courses or of treating certain types of patients. This is even though 
there will be a finance officer in the senior management team of the health 
and education ministries. Each of these major organisations will require their 
own cost analyses and the management accounting information should be 
capable of providing such information. 

The question that flows from this is if finance staffs are to be decentralised 
should they be members of the finance department of the organisation as a 
whole or should they be members of the staff of the relevant manager? The 
answer will depend upon local circumstances. There is no right or wrong 
answer but if the answer is that the decentralised finance staff should be mem- 
bers of the staff of the relevant manager, they would be the principal point of 
liaison about financial matters between the central finance organisation and 
the individual manager’s area of responsibility. Consequently, they would 
need to retain the confidence of the head of finance of the organisation as a 
whole and meet the same professional standards expected of the centralised 
finance organisation. 

This is a complex question to consider and it may be appropriate to seek 
external advice perhaps through an aid agency or a specialist organisation but 
that advisory organisation should have experience of public sector manage- 
ment and not merely bring forward proposals based upon how private organ- 
isations manage their business. The political dimension applying in the public 
sector should not be overlooked. 

One other factor that should also be considered is the extent to which the 
ministry of finance should be involved with the appointment (and dismissal) 
of the head of finance. This chapter illustrates the significance of this role and 
the extent of responsibility for supporting all levels of management. These 


8 The Role of the Head of Finance and the Finance Department... 285 


responsibilities may occasionally lead to conflict between the management, 
both political and operational, and the head of finance where a manager 
wishes to undertake an activity or incur expenditures which the head of 
finance may regard as inappropriate. In such circumstances the ministry of 
finance may feel that should such a conflict occur, it should be consulted and 
therefore the ministry of finance may wish to issue a decree or some other 
form of regulation requiring this to happen. (Where the operational managers 
are politically appointed the head of finance could become especially vulner- 
able.) This potential for conflict, regrettable though it might be, could also 
cause the ministry of finance to take the view that it should be consulted over 
the appointment or proposed dismissal of the head of finance. (See also 
Chap. 5.) 

Overall, though, there is the question as to whether, given the significance 
of the role of head of finance, the ministry of finance should prepare a ‘scheme 
of service’ for finance officials. Also, as part of that, should it develop a forum 
where heads of finance could meet together to discuss common problems as 
well as emerging policies that could have a particular impact upon the role of 


the head of finance. 


8.8 Costing 


Costing is a development of management accounting. Its purpose is to iden- 
tify the cost of providing a service, or activity, or individual product. Costing 
is an essential tool in the development of the budget as well as in the day-to- 
day financial management of an organisation. Costing is a subject that a head 
of finance should be particularly familiar with although the evidence available 
to this author from at least European and European neighbourhood countries 
is that there is little or no familiarity with this subject. 

The objective of costing is to help managers decide on the most cost effi- 
cient method of delivering services or activities by identifying the determi- 
nants of cost and how costs vary in different circumstances. As part of this 
managers will also need to know the comparative costs and performance of 
different units of activity providing the same type of service or activity such as 
regional offices or schools or different regional or district police centres so that 
they are able to question why performance and costs differ where essentially 
the same service is provided by different cost centres. Cost accounting can 
provide the manager with the information to determine which are the effi- 
cient parts of a business and which are not. It can be used by managers to 
establish how to deliver services at lower costs and at the same time maintain 
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volumes and quality; it allows a manager to assess the value of a proposed 
investment (and disinvestment). Using costing, the manager also can be pro- 
vided with the type of analysis which would enable the manager to decide 
upon what would be an appropriate charge for a service (where such charges 
are levied). This would then enable policy makers and managers to determine 
who would be the beneficiaries of any consequential subsidies and therefore 
whether they regarded this as appropriate or not. 

Cost accounting therefore provides the information a manager requires to: 


e Make decisions about the efficient allocation of resources and where to 
make investment choices. 

e Formulate the financial impact of policy proposals for incorporation in 
the budget. 

e Control operational activities more effectively. 

e Plan and manage services where demand is likely to vary depending upon 
local circumstances (e.g., changes in the patterns and types of crime). 

e Make decisions about what is the appropriate charge to levy for a service or 
activity and the distribution of the resulting subsidies if that charge is to be 
below cost. 

e Compare the costs and performance of each element of activity with other 
similar activities (e.g., the costs and performance of operating theatres in 
different hospitals) in order to determine efficiency and effectiveness and to 
determine the most economical level of performance (e.g., for an operating 
theatre, say, 16 hours a day rather than 24). 

e Assess the comparative costs of public and private service delivery, that is, 
whether to contract out or not. 


All of this will also help to improve the quality of budgets as well as how 
well resources are being used. 

One of the most important questions to ask is what is meant by cost? ‘Cost’ 
is much more than the financial allocation for budgetary purposes. The defi- 
nition of cost depends upon the decision the manager is trying to make. The 
manager should be clear about the cost object and this can be a unit of service 
or activity, a process, a service itself, an organisational unit or a user of a ser- 
vice or activity. The manager manages the inputs that drive the costs but the 
actual cost driver is the policy which generates the costs in the first place. 
Examples have been given in previous chapters such as the cost of educating a 
pupil (which in turn depends upon the pupil/teacher ratio), but could be 
extended to cover the cost of a school (which depends upon the school build- 
ing and maintenance policy as well as decisions about class sizes), the cost of 
a particular teaching activity, such as language teaching (which depends upon 
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the educational policy), the cost of educating different age groups of children 
(which also depends upon educational policy), the cost of educating children 
from different social backgrounds, children with disabilities and so on (which 
all depend upon educational policy). Or to take another service, the costs of 
holding prisoners, the costs analysed over different types of prisoners, such as 
male, female, child, mentally disturbed, high risk, low risk and any other cat- 
egories the prison managers require (all of which depend upon penal and 
judicial policy). 

Costs can include ‘direct costs’ and ‘indirect costs’. Direct costs are those 
costs that can be attributed to a single cost object (e.g., a child or a school or 
a prison). Indirect costs cannot be traced in full to one cost object and there- 
fore must be shared between two or more cost objectives (as would, e.g., the 
costs of a specialist classroom teacher if the cost object was a pupil). Indirect 
costs also can be called overheads and the definition of an overhead can change 
depending upon the ‘cost object’ the manager is concerned about. 

Costs can also have different characteristics. They can be classified as: 


e Variable costs (e.g., varying with the number of pupils). 

e Fixed costs (e.g., costs which normally do not vary with the number of 
pupils such as the school building). 

e Semi variable costs (e.g., utility costs which include a fixed cost element 
and a variable element depending upon usage). 

e Semi fixed costs (e.g., where the number of pupils increases beyond class- 
room capacity and additional space is required—can also be called 
‘stepped costs’). 


Costs can also be avoidable by providing a service or activity in a different 
manner from that adopted in the past. 

There are a range of costing techniques or systems that can be employed 
and which is the most appropriate depends upon the circumstances. The main 
costing techniques include: 


e Absorption costing 

e Unit costing 

e Job costing 

e Process costing 

e Activity-based costing 
e Marginal costing 

e Relevant costing 

e Standard costing 

e Life cycle costing 
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Where costing techniques are to be used, the head of finance should be 
required to prepare an analysis of the results and provide advice in the form of 
a commentary to the manager rather than just present the manager with a set 
of information. A working partnership between the manager and the head of 
finance is essential. What is also required is a management accounting infor- 
mation system which enables cost and relevant performance information to 
be collected which, as has been pointed out above, will require not only a 
much more elaborate analysis of expenditure and income but also other analy- 
ses, including the preparation of timesheets to show how individual members 
of staff have allocated their time. 

However, developing management accounting including costing is only 
worth investing in if there is a genuine desire and willingness for managers to 
focus on improving efficiency and effectiveness. The main point of the infor- 
mation that is produced is to enable the manager to more effectively control 
the service or activity for which the manager is responsible (i.e., exercise man- 
agerial discipline), to challenge present practice and to make reforms which 
will improve efficiency and effectiveness and to make service delivery more 
responsive to changing circumstances. 

The exercise of operational managerial discipline and challenging present 
practice can be a cause of friction and dispute (including political opposition). 
For the operational manager to do this effectively will require considerable 
managerial skill and as has been pointed out previously, the independence of 
operational management from political interference. This manager should 
also be supported by the head of finance and the provision of such support to 
management, assuming that the head of finance agrees with what the manager 
wishes to do, should be an essential feature of the head of finance/manager 
relationship. 

Heads of finance should be familiar with these different types of costing 
with the extent of familiarity required depending upon the business of the 
organisation. Which costing techniques should be applied will depend upon 


the circumstances. 


8.9 The Head of Finance and Strategic 
and Business Planning and Strategic 
Financial Planning 


A distinction should be made (which has been pointed to previously) between 
longer term financial planning and medium-term budgeting. The introduc- 
tion of PFM/IC with its emphasis upon strategic planning, strategic financial 
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planning and business planning will require the head of finance to become 
much more involved in these activities and the financial analysis of policy 
developments and new investment proposals. As part of strategic planning, 
very importantly, the head of finance will need to identify and assess the future 
costs of demographic, legal, technical, economic and environmental changes. 
An assessment should also be made of the impact of existing policies, recent 
investment decisions which may not yet have come on stream, proposed poli- 
cies and investments, the costs of renewing existing investments, such as build- 
ings and equipment or other infrastructure investments, and the maintenance 
of existing investments and any other factors which are likely to affect the 
long-run future financing of the organisation. The head of finance should also 
be aware of the policies of other public organisations that could have financial 
implications for his/her own organisation. Against this forecast of costs would 
be set the likely income that will be available from budgetary and other sources, 
including foreign aid (considering the risks that have been referred to previ- 
ously, see Chap. 6, about the continued availability of foreign aid). This may 
affect medium-term budgets but the objective of longer term financial plan- 
ning is to prepare an assessment of the future financial health of the organisa- 
tion taking into account all its known or likely commitments. Such an 
assessment will, at a minimum, provide key evidence during budget negotia- 
tions with the ministry of finance and will also inform the political head of the 
organisation about the feasibility of the policies that are being proposed, espe- 
cially given the likelihood of the availability of budgetary resources. 

This type of analysis provides to the political head of the organisation (the 
minister or mayor) a financial perspective that would not otherwise be avail- 
able and therefore allows them to make judgements about what may or may 
not be affordable, no matter how politically desirable a particular policy may 
be. It also demonstrates that economies may well be needed to be made in the 
relatively near future and therefore a requirement from a ministry of finance 
to cut costs does not come as a surprise resulting in hasty and inefficient deci- 
sions. Of course, such long-run forecasts will be tentative but if properly pre- 
pared such forecasts provide a broad perspective that is very important for the 
effective management of public organisations. This will be particularly true 
for social and environmental programmes, such as social services or in decid- 
ing how to respond to the impact of climate change. Demographic analysis 
will also help determine the future cost of pensions policies. 

As part of the long-run financial planning the head of finance should aim 
to identify any factor, such as the state of the economy or levels of unemploy- 
ment, affecting the finances of the organisation over the current, medium and 
longer term. An organisation that does not plan to match expenditure and 
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revenues over these periods will very quickly get into financial difficulty mak- 
ing it necessary to undertake those short-term and undesirable and inefficient 
decisions. 

A state secretary should therefore be concerned to ensure that the head of 
finance identifies any factors, commitments and policies which could cause 
significant variations to occur or might damage income earning activities, not 
just in the current year but also in the future and whether those commitments 
and policies are unlikely to be financeable from future budgetary resources. 

With PFM/IC service managers should be expected to prepare strategic 
plans for the services for which they are responsible. These should always be 
accompanied by a financial assessment with the head of finance being a key 
contributor advising on the long-run financial implications of such plans. 

Strategic financial planning would also enable managers to take longer 
term decisions about how to develop strategies to deal with the possibility of 
future budgetary restrictions. Related to this is an increasing requirement that 
for proposed new laws and regulations a fiscal impact assessment should be 
undertaken showing the financial consequences they will have on public and 
private expenditures and revenues. Such an impact assessment, if it is to be 
effective, will require close cooperation between a head of finance and the 
service managers responsible for the drafting of such laws and regulations. 

Quite separately, the head of finance should ensure that managers within 
the organisation prepare a business plan when proposing new activities (and 
indeed also update regularly existing business plans). A business plan is in 
effect a mission statement that sets out the vision, structure and methods that 
are to be employed to achieve a particular business objective. Business plans 
have the following benefits: 


e Enable management to think through the proposal for service develop- 
ment or modification in a logical and structured way. 

e Requires that the proposer of the service development or service modifica- 
tion defines the objectives and performance standards that will be applied. 

e Requires the proposer to make judgements about the demand for the ser- 
vice or how it will be received by the service beneficiaries (which may 
require the production of evidence through market research). 

e Defines the stages for the achievement of the objectives and performance 
standards and hence the overall timescale for achievement. 

e Explains how the proposed service or modified service will be delivered and 
its relationship with existing services (if any). 

e Explains the resources that will be required such as investment resources, 
staffing, equipment, transport and when they will be needed. 
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e Requires the development of a budget for the proposed service develop- 
ment or modification. 

e Through the definition of the stages enables senior management to plot 
progress against the plan. 

e Facilitates decision making by the civil or local government service and 
political leadership by providing the operational and financial information 
that is essential to effective decision making but in doing so also provides 
the opportunity for senior decision makers including the ministry of 
finance (and/or the ministry responsible for investment) to challenge the 
assumptions contained in the business plan. 

e Explains how the proposal will be integrated into the budget for the organ- 
isation or if it cannot be integrated, the additional funds, both current and 
investment, that will be needed. 


This analysis of the role of the head of finance with the introduction of 
PFM/IC emphasises that the head of finance should be a significant contribu- 
tor to the development of the business of the organisation and all aspects of 
its financial management. To regard the role as one limited to bookkeeping 
and financial control, as occurs with traditional systems of public administra- 
tion, is a serious mistake. 


8.10 Summary 


Introducing PFM/IC significantly changes the role of finance within an 
organisation. Finance becomes central to decision making, whether of policy 
and strategy or of operational activity. The head of finance should be a leader 
ensuring that all operational managers within the organisation become finan- 
cially aware. Traditional financial control remains important, although the 
form of it may change. There is much more to financial management than 
simply maintaining financial and budgetary control. PFM/IC impacts upon 
the type of financial information that an operational manager requires. 
Traditional financial accounting designed to meet the financial reporting and 
international statistical reporting responsibilities of the ministry of finance 
does not provide the information that a manager requires. The head of finance 
should develop management accounting systems, including costing. Costing 
is valuable not only for managers to assess value for money but also in the 
development of the budget by identifying and assessing the financial implica- 
tions of cost drivers. The development of operational management will also 
impact upon how the budget is analysed because if each manager is to be 
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responsible for ensuring that control over their budget is maintained, as they 
should be, they must know what the available budget is. The budgetary analy- 
sis that meets the needs of the ministry of finance is unlikely to meet the needs 
of the manager. 

The additional financial information that is required for effective manage- 
ment is also the type of information that will be required for policy making. 
Therefore, the head of finance can have an important role in supporting the 
state secretary (or equivalent) in advising the political level of management in 
the development of policy and the strategy for the implementation of 
that policy. 

PFM/IC also affects the ‘discipline’ applying within an organisation. It 
affects not only how operational managers behave because it introduces much 
tighter constraints, but as finance becomes central to policy making and to 
business and strategic planning it affects the political level of management. 
Effective financial management also requires that regard is had to the long- 
run financial resilience of the organisation. An important responsibility of the 
head of finance is to identify and analyse how different factors, both internal 
and external, are likely to affect the finances of the organisation over the lon- 
ger term. This may result in the head of finance objecting to proposals even 
though there may be a managerial desire to implement them. 

Another factor is that where a public organisation is responsible for second- 
level organisations, the operational management of the first-level organisa- 
tion, including the head of finance, should ensure that the objectives of such 
second-level organisations are consistent with those of the first-level organisa- 
tion, that the finances of those second-level organisation are well managed (no 
matter how they are financed) and that the objectives of these organisations 
are delivered efficiently and effectively. 

The head of finance should also ensure that neither the first- nor second- 
level organisations should enter arrangements which would expose them to 
fiscal risks without a full consideration of those risks including the impact 
they would have if they matured. 

PFM/IC has an emphasis upon accountability and transparency. Traditional 
methods of financial reporting are unlikely to be adequate to meet the require- 
ments of the international standards (i.e., those specified by COSO). Each 
public organisation ought to publish an annual report showing how it has 
used its financial resources, its performance against its objectives and how 
effective its internal control arrangements have been (see also Chap. 13). 

The head of finance has a key role in the development of strategic financial 
planning and in other planning exercises such as strategic planning and busi- 
ness planning. 
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Introducing PFM/IC consequently means that the role and responsibilities 
of the head of finance will be significantly enhanced. The role becomes a pro- 
fessional financial management role and, in most countries, this will require 
the development of specific training arrangements. These enhanced responsi- 
bilities of the head of finance can only be effectively undertaken if the head is 
able to withstand political pressure so that he/she can offer independent 
impartial advice. The head of finance should work closely with the most senior 
official (e.g., the state secretary or equivalent) and this is especially important 
where the advice of the head of finance is contentious. The head of finance 
should operate within the context of a civil or local government service which 
is not politicised. 

Because of the significance of finance in management an issue that will 
need to be addressed is how should the finance function be organised? Should 
it be centralised or decentralised because certainly in larger organisations 
managers will require specialist technical support and advice. This should be 
matter for local decision. 

Another factor that should be considered is whether the appointment and 
dismissal of the head of finance should be solely a responsibility of a particular 
organisation or whether the ministry of finance should be consulted. 


Annex 1: The Responsibilities of a Head 
of Finance in Supporting the Development 
of a Financially Aware Management 


With PFM/IC a main responsibility of a head of finance is to support the 
head of operational management (a state secretary or equivalent) in develop- 
ing and establishing a financially aware management. Set out below are the 
key activities the head of finance should be engaged in. 


e Leading the promotion and delivery throughout the whole organisation of 
good financial management so that public money is always safeguarded 
and used appropriately and effectively. 

e Being a member of the ‘leadership team’ of the organisation and if such a 
team does not exist being a key adviser to the state secretary of a ministry 
or the equivalent in other public organisations and as a part of this ensure 
that finance is central to policy making and strategy development. 

e Interpreting financial trends and the possible impact of factors that could 
affect the finances of the organisation so that, as far as possible, financial 
‘surprises’ are avoided. 
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e Encouraging individual managers to become more financially aware, not 
least that they know what the real costs are of providing the services and 
activities for which they are responsible (i.e., not just the budgets). 

e Co-ordinating the planning and budgeting processes and advising manag- 
ers on the development of their budgets including developing the organisa- 
tion’s own internal rules/regulations in conjunction with managers, which 
set out the procedures/steps managers should follow during the budget 
cycle process: these rules/regulations would cover such items as who is 
responsible for what; who is authorised to do what; what kind of data/ 
information/reports are required from managers and how often (the pro- 
cess of preparing budgets ought to change with the application of PFM/IC 
with managers having a more significant role). 

e Providing advice to managers on the linking of objectives, performance 
standards and performance objectives with available budgetary resources 
and ensure that managers agree that the available budget is consistent with 
the policy and performance objectives and performance standards the 
manager is expected to achieve. 

e Advising the state secretary (or equivalent) and/or the political head of the 
organisation during the budgetary negotiations with the ministry of finance. 

e Re-analysing the budget agreed with the ministry of finance which will be 
issued by that ministry in the format required for its budgetary control and 
financial and statistical reporting purposes, into a format that allows indi- 
vidual managers to be made aware of how the budgetary constraints directly 
affect them. 

e Setting financial targets and performance indicators in conjunction with 
operational managers and the state secretary (or equivalent) to help assess 
service and activity delivery (these financial targets and performance indi- 
cators may be incorporated into the budgets of individual managers). 

e Developing with operational managers the management accounting, 
including costing information, that each manager requires including 
supporting managers in the development and utilisation of costing tech- 
niques so that managers are able to assess and improve the efficiency and 
effectiveness of operational decisions. 

e In developing management accounting information ensure that actual 
costs are analysed in such a manner that the manager knows what drives 
those costs and how and where those costs are being incurred, on what 
purposes and for what outputs; this would include the costs incurred by 
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different cost centres’? and provide a commentary to assist managers make 
decisions about the efficiency and effectiveness of those different cost centres. 

e Ensuring that cost and management accounting information is reconciled 
with financial accounting information so that the organisation is still able 
to provide the information that the ministry of finance requires and that 
overall budgetary control is maintained. 

e Presenting to managers at all levels relevant, objective, reliable and timely 
financial analysis and advice, clearly setting out the financial implications 
and financial risks and not least comparing financial with operational per- 
formance: these reports should be delivered in a format which meets the 
needs of the individual manager and, for example, should analyse expendi- 
ture, income and activity over costs centres if that is what the man- 
ager requires. 

e Working with managers to ensure that services and activities are delivered 
economically, efficiently and effectively and that agreed objectives and per- 
formance standards and objectives are met. 

e Maintaining effective control over commitments by requiring managers to 
re-forecast each month to the end of the year the likely expenditure and 
income and performance against budgeted objectives and performance 
standards and objectives. 

e Monitoring the financial and operational performance of the organisation 
at least monthly and reporting on this to the operational head of the organ- 
isation and the leadership team, where appropriate, and to third parties 
(such as the ministry of finance). 

e Ensuring that neither the first-level organisation nor second-level organisa- 
tions, whether responsible for market or non-market activities, enter into 
arrangements which result in potential fiscal risks, without an assessment 
of those risks and the appropriate approvals. This would include ensuring 
that no fiscal risks are accepted which could adversely affect the financial 
resilience of the organisation (such as ‘off-balance sheet’ activities or private 
finance activities including public/private partnerships) without a full 
assessment of the costs and risks including an assessment of the possibility 
of such risks occurring and their consequences. 

e Ensuring that the policy for developing income sources and the arrange- 
ments for the collection of income is properly assessed, that income due 
achieves the policy objectives determined for that activity and that all 


10 Examples have been given earlier in this guide but to summarise could include regional offices, police 
units, types of crime, individual departments of universities and schools, academic courses, military units, 
military training, individual sports facilities, types of sport, types of disease or medical care required, 
types of medical facility and units such as operating theatres and so on. 
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income is promptly collected: the costs and losses arising from the income 
collection arrangements should be kept to a minimum; this responsibility 
would include assisting managers make decisions about the level of charges 
for services and whether the proposed charges reflect the full or marginal 
costs of providing such services or activities, depending upon the approved 
policy, or if charges are intended to recover only a proportion of the cost 
that clarity exists over the level of subsidies that are being provided 
and to whom. 

e Ensuring that financial considerations are fully taken into account in devel- 
oping the organisation’s policies and strategic plans including the impact 
upon the finances of the organisation and that financial considerations are 
fully reflected in the delivery of those policies and strategies; as part of this 
ensure that commitments are not entered into which would adversely affect 
the ability of the managers of the organisation to contain expenditure 
within approved limits, either for the current year or for future years both 
covered by the budget period. 

e Preparing long-term strategic financial plans for the organisation taking 
into account all the external and internal factors likely to affect the finan- 
cial resilience of the organisation over the medium and longer term, report- 
ing on the findings of those plans and updating those plans as necessary. 

e Working with operational managers to develop business plans to deliver 
the organisation’s operational objectives; challenging managers at all levels 
in the organisation as necessary on the affordability and value for money of 
service or activity development proposals; this will involve testing assump- 
tions and forecasts about costs for their reliability, including the reliability 
of any cost forecasts, including any income forecasts arising from the pro- 
posed development of services or for new investments. 

e Ensuring that the organisation’s investment projects are chosen after appro- 
priate value for money analysis and appraisal using, as appropriate, relevant 
professional guidance. 

e Assessing the financial implications of any alternative types of arrangement 
that are proposed for the delivery of services and activities such as through 
contracting out, public/private partnerships and other types of arrange- 
ment and advising upon whether they represent value for money. 

e Assessing the financial implications of alternative investment financing 
arrangements to conventional borrowing arrangements, such as leasing and 
advising upon whether they represent value for money. 
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Ensuring that proposals for new laws, regulations and other legislative pro- 
posals made by managers include an assessment of the financial impact on 
future expenditures and/or revenues not only of the organisation making 
the proposals but also on those affected by their impact. 

Monitoring the asset stock of the organisation and ensuring that that stock 
is properly utilised and if not, that surplus assets are disposed of in accor- 
dance with the policies of the government. 

Providing the financial inputs into service level or performance agreements 
with second-level organisations, including advising on the performance 
criteria that are to apply to those second-level organisations (whether agen- 
cies or state-owned enterprises) and monitoring the financial performance 
of those organisations. 

Supporting managers in ensuring that all second-level bodies, whether 
commercial or not, act in a manner which is consistent with the objectives 
of the controlling/owning ministry (first-level organisation) and that they 
are well managed, have strong governance arrangements and, also for state- 
owned enterprises, are set and meet financial targets set by the first-level 
organisation. This will include monitoring the finances and performance of 
second-level non-market organisations to ensure that they are in confor- 
mity with the performance expectations set out in the service level or per- 
formance agreements. 

Similarly monitoring the finances of state-owned or municipal enterprises 
for which the first-level organisation has an overall responsibility and ensure 
that the financial returns expected from those organisations and set out in 
the service level or performance agreements are being met. 

Managing the finance function including the recruitment and train- 
ing of staff. 

Establishing business continuity arrangements for financial processes and 
especially for IT systems. 

Negotiating with the ministry of finance the changes that introducing 
PFM/IC will have demonstrating how the specific budgetary and account- 
ing systems that a ministry or other public organisation requires will result 
in improvements to the utilisation of public resources. 

Reporting on and securing the discharge of accountability through the 
preparation of the annual financial statements and other statements about 
the performance of the organisation. 
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e Ensuring that the organisations conduct demonstrates probity and a sound 
financial administration, including compliance with regulatory standards 
as well as the actual control activities. 


The head of finance whilst having a responsibility to interpret and secure 
the application of the financial regulations and other approved controls and 
procedures including those relating to procurement issued by the ministry of 
finance should ensure that they are compatible with the management arrange- 
ments that exist within the organisation. 


Annex 2: Financial Resilience 


The following is based upon a financial resilience tool developed by the 
Chartered Institute of Public Finance and Accountancy for use by local gov- 
ernments in the United Kingdom. It facilitates comparisons between different 
local governments. However, the principles underpinning this tool are equally 
applicable to all public sector organisations including government ministries. 
Details of the financial resilience tool are set out at https://www.bing.com/sea 
rch?q=cipfa+financial+resilience+model& form." 

Developing financial resilience is neither easy nor quick. It requires organ- 
isations to ask themselves difficult questions, challenge pre-existing decisions 
and consider new solutions. This means developing an approach to financial 
management that helps with scenario planning and decision making. This can 
lead to questions about the: 


e Robustness of the annual budget; 

e Quality of the forecasts contained in the medium-term financial strategy 
(and there should be one) and whether longer term forecasts are necessary; 

e Adequacy of reserves and balances (for some public organisations such as 
government ministries cash reserves may not be available but for other 
‘standalone’ public organisations they should always exist); 

e Compatibility of the operational, development and financial plans of the 
organisation. 


When assessing an organisation’s financial resilience, the key factors that 
should be considered are: 


1! CIPFA offers an advisory service to public organisations wishing to assess financial resilience. 
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"The extent to which service developments are being funded from reserves: 
a rapid decline in reserves by, for example, using reserves to avoid cuts or 
for short-term benefit will only provide temporary relief; 

The ability to achieve savings, particularly those arising from improve- 
ments in efficiency: a failure to plan and deliver savings in service provision 
and not living within resources. For example, where plans state ‘still to be 
found’ or include optimism bias in timing or optimism in the level of 
income sources, and scale of savings, has the potential to damage financial 
resilience. 

Unplanned overspending or ineffective control of expenditure: the ten- 
dency for unplanned overspends to occur or the carrying forward undeliv- 
ered savings into the following year only creates the need for greater cuts in 
subsequent years if financial targets are to be met. 

Ineffective financial planning including a shortening of medium-term 
financial plans and a failure to integrate financial plans with service devel- 
opment plans including policy objectives: a failure to plan ahead could 
indicate a lack of strategic thinking including an unwillingness to confront 
tough decisions. The existence of a robust medium-term financial plan 
(MTEP) is a key element in achieving financial sustainability coupled with 
the monitoring and delivery of that plan. The plan should be a live and 
constantly reviewed plan. The plan should have at least a three-to-five-year 
horizon. There are always uncertainties, but following a rigorous process to 
develop and manage the plan will help to mitigate financial resilience risk 
and allow the development of alternative scenarios. The MTFP will sup- 
port delivery of the organisation's corporate strategy, helping to develop 
priorities and supporting resource allocation decisions within the financial 
environment presented in the MTFP. 

Integrated and aligned strategies and plans: financial resilience and sustain- 
ability are reliant on a series of plans and strategies developed and delivered 
by the organisation. Poor-performing organisations do not have these inte- 
grated, and they lack recognition of the impact of actions or decisions on 
one or more of these strategies. The key strategies that need to be integrated 
include (but are not limited to) the corporate plan, the MTFB the savings 
plan, service delivery plans, reserves strategy, the commercial strategy, capi- 
tal and the investment strategy. A decision on one of these will have an 
impact on the others. The delivery, oversight and challenge around each of 
these individually and collectively will support improved knowledge and 
decision making to consequently place the organisation in a better position 
to respond and adapt to changes in demand and external factors. 
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s A failure of effective corporate governance including a willingness to chal- 
lenge policy decisions: the processes in place to support decisions that have 
a financial impact now or in the future must be robust and rigorous from 
both an operational official and a political official perspective. This means 
ensuring that decisions have a sound evidence base, concise and under- 
standable information is presented, time is allowed for adequate scrutiny 
and advice or guidance is sought from subject matter experts and put into 
practice. Strong governance through oversight is also crucial following a 
decision to ensure effective performance management from a corporate, 
service and detailed operational perspective. 

e Effective performance monitoring and reporting against financial plans 
should exist: the ability to respond and adapt to financial challenges should 
be underpinned by effective monitoring and reporting against the annual 
budget, capital programme and savings targets, while in turn recognising 
any impact on the MTFP. It is important to recognise risks to delivery of 
the planned budget as early as possible. This requires not only robust 
reporting and review but a culture of being open about performance and 
delivery from a financial and service outcome perspective. The earlier these 
messages are delivered, the greater chance there is of mitigating or respond- 
ing. High-performing organisations will ensure that the culture encourages 
challenge, that the data and information is appropriate in detail and pre- 
sentation and that a programme of review, whether by operational or polit- 
ical management, is frequent and timely. Unfortunately, what normally 
occurs is that risks around delivering the budget materialise late in the 
financial year. This may be a consequence of poor planning, optimistic 
budgets and savings plans, combined with a reluctance to recognise and 
report early enough to put mitigating measures in place. Effective owner- 
ship and accountability for an organisation’s financial performance is col- 
lective, that is, it includes both operational and political management 
responsibility. Their collective responsibility is to deliver a balanced budget. 
The need is to ensure the concept of ownership is effective. Developing a 
culture of ownership and accountability will support the development of 
an approach to financial resilience that has an impact. 


8 The Role of the Head of Finance and the Finance Department... 301 


Open Access This chapter is licensed under the terms of the Creative Commons 
Attribution 4.0 International License (http://creativecommons.org/licenses/by/4.0/), 
which permits use, sharing, adaptation, distribution and reproduction in any medium 
or format, as long as you give appropriate credit to the original author(s) and the 
source, provide a link to the Creative Commons licence and indicate if changes 
were made. 

"The images or other third party material in this chapter are included in the chap- 
ter’s Creative Commons licence, unless indicated otherwise in a credit line to the 
material. If material is not included in the chapter’s Creative Commons licence and 
your intended use is not permitted by statutory regulation or exceeds the permitted 
use, you will need to obtain permission directly from the copyright holder. 


® 


Check for 
updates 


9 


The Role of the Department Responsible 
for Advising on and Securing 
the Application of PFM/IC 


"This chapter describes the role of the ministry of finance department respon- 
sible for supporting the state secretary in driving forward the application of 
PFM/IC,' the driver department. Overall responsibility and hence account- 
ability for the operational application of the reform, within the context of poli- 
cies specified by the minister of finance and by the government, should lie with 
the state secretary in the ministry of finance (see Chap. 5). Given the volume 
and often detailed nature of the work involved in the day-to-day application of 
the reform, the state secretary ought to be supported by a specialist department 
with the necessary expertise and resources. One of the main responsibilities of 
this department is an educational responsibility to secure a real appreciation of 
what the reform means and what it involves for those most directly affected by 
the reform. As has been explained in previous chapters, this is that the reform 
is not simply a financial control reform, of only interest to finance staffs, but 
has a significant impact upon how organisations are managed which in turn 
affects the budgetary and accounting arrangements. It impacts too upon the 
arrangements for transparency and accountability and requires that attention 
is paid to the quality of governance. The head of this department should rec- 
ognise that the reform affects both politicians and officials and therefore that 
both groups need to be informed and their concerns addressed. Also, the 
reform should ultimately impact upon all public organisations, whether 


! In European influenced countries this department is often called a central harmonisation unit or depart- 
ment—a CHU. The European Commission policy on financial management and internal control envis- 
ages that the most appropriate method of actually securing the application of that policy (as well as 
internal audit) is through the appointment of a specialist department or unit within the ministry of 
finance. Countries not subject to European Union influence may wish to make other arrangements. 
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first- or second-level bodies, and therefore the application plan should take this 
into account. The head should use the information and arguments contained 
throughout this guide as a help in that educational process. 

An important preliminary step prior to the formal decision to adopt PFM/ 
IC should be a strategic analysis of the impact of the reform considering cur- 
rent cultural and managerial arrangements including how the reform would 
impact upon those arrangements. The risks with implementing the reform 
can be considerable and these should be explored. Merely deciding to adopt 
the reform without this type of strategic analysis exposes the minister of 
finance and the ministry state secretary to added risk in the effective imple- 
mentation of the reform. 


9.1 Introduction 


As the PFM/IC reform is about management and the quality of financial 
management, this should be the central issue for the department of the min- 
istry of finance responsible for its detailed implementation if PFM/IC is to be 
effectively introduced. This appreciation of the reform should be acknowl- 
edged from the outset. It is not simply a financial control reform. The quality 
of management determines how successful a public organisation will be in 
delivering its objectives and doing so efficiently and effectively. 

The head of the department responsible for advising on and securing the 
application of PFM/IC must work closely with the state secretary (or equiva- 
lent) in the ministry of finance who has overall responsibility for the introduc- 
tion of the reform on behalf of the minister of finance. The head would have 
the implementation responsibility to demonstrate to public organisations the 
benefits of introducing PFM/IC and how they can be achieved. Because the 
reform is likely to require quite radical changes to the management arrange- 
ments for the delivery of public services, some public officials (political and 
appointed) may find these changes difficult to accept and consequently the 
support of the state secretary will be essential to achieve the necessary changes. 

This specialist department of the ministry of finance is in effect the PFM/ 
IC ‘driver’ department supporting the state secretary. Establishing such a 
department would be an important statement of a substantive policy inten- 
tion to introduce this reform. This department would be responsible for 
advising on the development of PFM/IC by individual ministries and other 
public organisations; on training and for systematically reviewing (annually, 
at least) the operational quality of public financial management and internal 
control throughout the public sector. 

This chapter explains the main issues with which this specialist department 
should be involved with the introduction of PFM/IC. Because of the 
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extensiveness of the reform PFM/IC can only be introduced effectively over 
time. There is no “quick fix’ solution but the basic managerial element of the 
reform should be established from the outset. Not only would this depart- 
ment, acting on behalf of the state secretary, be responsible for driving the 
reform, but to secure the quality of the reform and the maintenance of that 
quality over time, the department would in effect also become an over- 


sight body. 


9.2 Before a Decision Is Made to Introduce 
the Reform! 


What is essential before the ‘driver department is established is that key pre- 
paratory work is undertaken. The critical feature of this reform, as has been 
explained earlier in this guide, is to deliver the policy objectives of the govern- 
ment along with the aimed for performance standards and objectives and to 
do so to time, within budget and efficiently and effectively having regard to 
the quality of corporate governance, accountability and the arrangements for 
transparency. This also means establishing an appreciation that the reform is 
not simply a financial control reform (which in this author's experience is how 
it is often perceived). If simply strengthening control is what is required this 
can be achieved without the need for the extensive managerial reforms that 
PFM/IC requires. In previous chapters the point has also been made that the 
achievement of objectives and performance standards to time, within budget, 
efficiently and effectively requires positive managerial actions, and it is to 
these ‘positive managerial actions’ that the PFM/IC reform should be directed. 
With the PFM/IC reform ‘positive managerial action’ must come from within 
the civil service, and in some countries, this will require civil service reform 
before the PFM/IC reform can be effectively introduced. But this can only 
come from within the civil service if there exists a government willingness to 
see this happen. 

Therefore the policy initiative to introduce this reform should ideally come 
from government itself. However, as has been pointed out previously, it fre- 
quently comes from outside, from third parties such as aid agencies or other 
international organisations and sometimes from commercial consultancies 
seeing it as a potential source of work. This immediately raises four questions 
which need to be addressed before those responsible for driving the reform 
forward can effectively operate. One question is that of ‘ownership’. For the 
reform to be successful, as has been pointed out, local ownership and local 
leadership are extremely important and are made more important because of 
the radical nature of this reform. The second question concerns the recogni- 
tion by those advocating the reform that PFM/IC is as much a managerial 
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reform as a technical reform. The third question to be addressed is about tim- 
ing: is this an appropriate reform for the country at this time? There are many 
reasons why it may not be. The fourth question particularly arises where an 
aid agency is promoting the reform because implementing PFM/IC is a long- 
term reform and the question is, would long-term financial support be avail- 
able? As this would be unlikely to be forthcoming this adds to the risk that the 
reform will not be successful unless the government itself recognises that it 
will be required to provide the funding at some future point. 

These are questions that should be addressed by the minister of finance, 
supported by the ministry state secretary. And the answer may be that this is 
an inappropriate reform at the present time. In Chap. 4, nine tests were 
described which ought to be considered by the minister of finance and the 
state secretary before a decision is made to implement the reform. To do oth- 
erwise, as has been explained earlier in this guide, would be likely to increase 
costs without any corresponding benefits and could only make a weak finan- 
cial and budgetary control system worse. Where there is external pressure to 
introduce this reform, this would require resistance to that pressure on the 
grounds that the reform is premature. (Section 9.2.1 below suggests how an 
initial report should be framed before a decision to proceed is made.) 

What is also necessary is that a recognition should exist amongst senior 
officials (political and civil service) that reform is necessary and that the adop- 
tion of PFM/IC will make possible improvements to the utilisation of public 
resources, will lead to a better quality of governance and enhance democracy 
through greater transparency and accountability. A question then is, how is 
the nature of this reform to be communicated to parliament and to senior 
political officials beyond the minister of finance (and indeed also senior civil 
service officials) recognising that some at least will regard it as essentially sim- 
ply a technical financial reform of benefit largely to the ministry of finance? 
The problem is made more complex if there is a high turnover of these offi- 
cials. The introduction of PFM/IC, as has been explained in earlier chapters, 
has significant implications for: 


ə ‘The role of ministers, deputy ministers (mayors and deputy mayors in local 
government) as policy makers and strategists, and changing their role as 
operational managers. 

e ‘The civil service (and local government service) officials giving them greater 
responsibilities for operational management decision making and conse- 
quently for how the civil service (and local government service) is organised 
and managed. 

e Consequently, the relationships between the political and official levels of 
management. 
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e The quality of the budget for both income and expenditure because effec- 
tive operational management depends upon certainty about the availability 
of funds and cash flow. 

e The reform of traditional budgeting and financial accounting arrangements 
to provide the information managers require if they are to deliver services 
efficiently and effectively. 

e Accountability arrangements including the scrutiny role of parliament and 
the information available to civil society through increased transparency. 


These implications need to be explained and if they are not acceptable, the 
reform should not proceed. An important initial step therefore should be to 
achieve widespread key official, including parliamentary, appreciation of and 
support for the reform in principle at the highest political and official levels. 
This means that the decision to introduce PFM/IC should not be made before 
the main features which would affect the implementation of the reform have 
been considered. All this should occur prior to the establishment of the spe- 
cialist ‘driver’ department in the ministry of finance. However, this prelimi- 
nary exercise would provide essential training for those who would provide 
the nucleus of that department should a decision be made to proceed. 


9.2.1 The Strategic Analytical and Planning Report 


To prepare for the policy decision to introduce PFM/IC an initial step should 
be the development of a strategic analytical and planning report. This would 
consist of a preliminary analysis of the current public administration arrange- 
ments based upon those nine tests referred to in Chap. 4. This report should 
be prepared by or on behalf of the chief official within the ministry of finance 
and would be designed to ensure that before any decision is made to imple- 
ment the reform, that PFM/IC is an appropriate reform for the country at the 
time and that it can be properly implemented or implemented in such a man- 
ner that the objectives can be achieved considering the cultural and political 
environment. This may affect how the objectives of the reform can be achieved 
and the timescale for achievement. The starting point in the preparation of 
the strategic analytical and planning report would be the undertaking or com- 
missioning by, ideally, a person familiar with the operational environment 
within government and the public sector as a whole. This report should not 
simply be concerned with the present administrative arrangements but also 
with the power distribution between different groups and individuals and the 
processes that create and sustain those relationships over time. This is what the 
PFM/IC reform should address because it is likely to challenge existing 
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traditions and the current decision making processes. The issues that such an 
analysis might consider and how they would change include: 


e Roles and responsibilities of institutions: Who would be the key stakehold- 
ers in the PFM/IC processes, including parliament, central ministries and 
line ministries? 

e Roles and responsibilities of officials: What are the formal/informal roles 
and mandates of different players, such as ministers, civil servants, advis- 
ers, others? 

e Power relationships between and within ministries: What are the actual 
power relationships between central and line ministries in the provision of 
public services? How are those power relationships exercised? 

e Power relationships between specific individuals, groups and public off- 
cials: To what extent is power vested in the hands of specific individuals/ 
groups, whether within or outside the formal governing structures? Are 
decisions within organisations made collectively within public organisa- 
tions or are they made by a single individual or a small group? 

e Ownership: What is the balance of ownership between central/line minis- 
tries/local authorities in provision of services and private organisations? 
How are the different ownership relations managed? 

e An assessment of current strengths and weaknesses of the current public 
financial management arrangements: including are they delivering the gov- 
ernment’s objectives efficiently and effectively, within budget and in accor- 
dance with the laws and regulations. That will require identifying whether 
public organisations have specific objectives or more general aspirations, how 
the present budgetary arrangements affect managers ability to deliver public 
services and how assessments are made of efficiency and effectiveness, if any. 

e Financing and control: What is the balance between central ministry and line 
ministry control over the determining, allocation and utilisation of funds? 

e Information and costs: How well informed are decision makers in the 
delivery of public services about operational performance, about costs and 
about the longer run impact of decisions on future service delivery and the 
financial resilience of public organisations? 

e Service financing: How are individual public services financed (e.g., pub- 
lic/private partnerships, user fees, taxes, donor support) and what is the 
rationality for these arrangements? 

e Interest groups and their influence: How do different interest groups out- 
side government (e.g., private sector, NGOs, consumer groups, the media) 
seek to influence policy and is there a policy facilitating transparency? 

e Historical legacies: What is the history of previous reform initiatives? How 
does this influence current stakeholder perceptions? 
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e Corruption and rent-seeking: Is there significant corruption and rent- 
seeking in government/local government? Where is this most prevalent 
(e.g., at point of delivery; procurement; allocation of jobs)? Who benefits 
most from this? How is patronage being used? 

e Service delivery: Who are the primary beneficiaries of service delivery? Are 
particular social, regional or ethnic groups included/excluded? Where sub- 
sidies are provided, which groups benefit most from these? 

e Ideologies and values: What are the dominant ideologies and values which 
would shape views about PFM/IC? To what extent may these serve to con- 
strain change? 

e Decision making: How are decisions made about public service delivery, 
that is, including objectives and performance standards? Who is party to 
these decision making processes? 

e Implementation issues: Once made, are decisions implemented? Where are 
the key bottlenecks in the system? Is failure to implement due to lack of 
capacity or other political reasons? 

e Potential conflict with other reforms: some may be in progress or proposed, 
particularly to the civil service and to financial management arrangements 
(such as the introduction of accrual accounting and programme budget- 
ing) and an assessment should be made about the impact of the PFM/IC 
reform upon those other reforms. A risk that should be addressed is that 
unless this assessment occurs different reforms may be inconsistent in their 
impact and produce conflicting results. A second risk is ‘overload’ because 
too many reforms are occurring. A third risk is that technical financial 
reforms may not take into account the managerial implications of those 
reforms and that could cause conflict with the PFM/IC reform which has 
such a significant managerial focus. 

e Potential for reform: Who are likely to be the ‘winners’ and ‘losers’ from the 
PFM/IC reform? Are there any key reform champions within the sector? 
Who is likely to resist reforms and why? Are there ‘second best’ reforms 
which might overcome this opposition?” 


The author of this report should recognise that decision making around 
any politically driven process takes place in both formal and informal spaces 
and that an appreciation of both is necessary. Without that the recipient of 
the report will not have the right information to be able to create the reform 
pathway. 


2Tbid.: These questions are based upon questions incorporated into the UK Department for International 
Development “How to’ note, Box 3: Sample Questions for Conducting Sector Level Political Economy 
Analysis, page 12 and adapted by the author to reflect the requirements of the PFM/IC reform. 
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The strategic analytical and planning report should include an assessment 
of the quality of the civil and local government service and the entry qualifica- 
tion arrangements and therefore specific questions should be asked about the 
civil service arrangements. Are those entrance qualifications appropriate and 
the university educational arrangements appropriate? On entry are the training 
arrangements appropriate given the managerial responsibilities that will fall 
upon civil servants with the implementation of PFM/IC? What will be the 
extent of higher level management training that will be required? Another issue 
that should be addressed is an assessment of the quality of the public financial 
administration arrangements. Are they robust and can that robustness be 
maintained when authority for decision making is transferred from central 
ministry controls to local controls exercised by individual public organisations? 
A further factor that should be covered should be to ensure that the ministry of 
finance itself is comfortable with how the reform will impact upon its role. 

Those responsible for the implementation of the reform should also ensure 
that there is an appreciation of the implications of the reform for the relation- 
ships between politicians and civil servants (and equivalent in local govern- 
ment). This will also raise the practical question about the changes to the 
responsibilities of the elected and the appointed official within individual 
organisations. If these power changes cannot be resolved, then it is more than 
likely that the reform will fail. Again, are the managerial structures suitable for 
the application of the processes that will facilitate the achievement of the 
reform objectives efficiently and effectively? Do organisational structures 
require reform? These elements of the reform affecting the managerial arrange- 
ments need to be fully coordinated with other civil service/public administra- 
tion reforms. Is this feasible or are such reforms taking different reform paths? 
Will the personnel management arrangements require reform, especially given 
that with PFM/IC civil servants will be responsible for making operational 
management decisions? And very importantly, will the reform in reality have 
top level (political and appointed official) support? 

The person responsible for the preparation of the strategic analytical and 
planning report, if a civil servant, would be ideally placed to become the state 
secretary's chief adviser on PFM/IC and the head of the department respon- 
sible for advising on and securing the application of PFM/IC (i.e., driving 
forward the reform). That civil servant should be well informed about PFM/ 
IC and ideally be an experienced manager. 

A problem that this author has encountered is that many advisers and aid 
organisations responsible for supporting the application of this reform do not 
appreciate the political, managerial and cultural impact significance. They tend 
to have a ‘standard template’ approach and focus simply on the technicalities 
of the reform. They have not appreciated the impact upon the relations between 


9 The Role of the Department Responsible for Advising... 311 


elected and appointed officials, often on the grounds that this is either too dif- 
ficult or premature or not relevant to the culture of the country. They have also 
not appreciated that success with improving the quality of public services, both 
policy and delivery, is not about techniques but about people and the skills 
they bring to the formulation of policy and the implementation of that policy. 
Neither have they appreciated the wider implications of the reform such as the 
effect that this reform will have upon budgeting and accounting arrangements 
both for the ministry of finance and within public organisations. They have 
also not considered whether this is an appropriate reform at this time given the 
current political, organisational and cultural background. "The reform can be 
seen as ‘best international practice’ and therefore, by definition, a ‘good thing’ 
to adopt. The idea of initially developing a policy design approach, given the 
managerial implications of the reform, is not recognised and therefore a strate- 
gic analysis and planning approach (as with many other technical reforms) is 
not perceived as a necessary step in the reform process. 


9.2.2 The Risks with Implementing This Reform 


Implementing this reform is far from being risk free. The possibilities that 
risks may arise should be considered in the planning and implementation 
process. The potential risks fall into several categories and these are set out in 
the table below. 


Possible areas of risk 

(i). Opposition to the reform from political officials and senior civil servants. 

(ii). Those arising from the likely length of time the reform is likely to take. 

(iii). The problems of integrating this reform with civil service reform. 

(iv). The possible difficulties with providing the budgetary information that 
managers require and the changes needed in the structure of ministry of 
finance control over spending. 

(v). The problems associated with the need to achieve the integration of the 
ministry of finance financial information system with the managerial needs of 
ministry managers: this is potentially a major risk where a standard 
commercially based financial information system has been acquired and an 
expert assessment will be required to establish to which the system can be 
adapted to provide the information managers require. 

(vi). The difficulties with developing the performance information and systems 
that managers require enabling them to manage effectively the delivery of 
objectives to the appropriate performance standards. 

(vii). Creating a financially aware management. 

(viii). Developing the appropriate management training arrangements and 
achieving the changes to personnel management that will be required. 

(ix). Recruiting appropriately skilled staff and retaining them within the public 
sector and in particular skilled finance staff able to provide the management 
accounting information managers require. 
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As the reform will be a long-term reform, clear milestones should be identi- 
fied and a risk that should be recognised is that of ‘reform fatigue’. Those 
milestones should be identified as achievements with which politicians and 
the civil service can identify. 

The main risks will be to those elements of the reform that result in changes 
to the distribution of power between political and appointed officials and 
between central and line ministries. The underlying pressure will be to return 
to the status quo ante at least over time. This emphasises why it will be impor- 
tant to have wide support for the reform from parliament, the prime minister 
or president, the cabinet of ministers and very importantly from the most 
senior civil servants. That means that their concerns should be explored from 
the outset. Other risks are mainly of a technical nature and over time should 
be capable of solution. 


9.3 Implementing the Reform 
9.3.1 Learning from Others 


This guide demonstrates what a considerable change will be required. What 
matters most is the people not the procedures, although this author's experi- 
ence is that with PFM/IC reform the focus is always upon the procedures. 
And the reform must start at the very top of the organisation, considering 
both the political and civil service roles. At the civil service level, a mistake 
(which again in this author's experience occurs too frequently) is to start lower 
down the organisation with the head of finance. 

A practical problem with implementing the reform is that of finding a role 
model to learn from. This is very difficult. There are many models existing of 
developing and transition economy countries that have regarded the reform as 
just a financial and budgetary control reform treating the COSO standards as 
simply procedural technical standards. The result has added to bureaucracy, 
and cost, but with no benefit gain. Countries rarely discuss failures although 
it is from failures that the most important experiences can be gained. “There 
is not enough attention in the PFM community to failure. Failure is a better 
teacher than success! If I could see one change in the PFM community, Td like 
to see a more open and forthright conversation regarding success and failure 
in PFM innovation.”” 


IMF Public Financial Management Blog: Interview with Allen Schick Sept. 2011. 
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The best models come from developed economy countries but this illus- 
trates a major difficulty with implementing PFM/IC reform. That problem is 
building a modern sophisticated reform onto a traditional system of public 
administration without also recognising that that system too also requires 
reform if the PFM/IC reform to be successfully implemented. To move from 
an administrative culture to a managerial culture is not at all easy. Apart 
from the reform requiring changes in the distribution of power between dif- 
ferent groups, the willingness of civil service (and local government) managers 
to take risks and to develop new analytical skills can be problematic. The 
reform is likely to generate resistance, sometimes overt and sometimes covert 
especially as it may mean making personnel changes and that may require 
redundancies, promotion of some staff and the transfer of some existing staff 
to alternative employments. 

Success depends on persuading individuals to change the way they work 
and that requires altering the mind-sets of civil servants and politicians. This 
is no easy task and the requirements generated by PFM/IC cannot be sepa- 
rated from a more general reform to civil service culture. A publication by the 
consultants McKinsey on the psychology of change management included 
these remarks which although directed at private sector organisations are rel- 
evant to the civil service: “But what if the only way a business can reach its 
higher performance goals is to change the way its people behave across the 
board? Suppose that it can become more competitive only by changing its 
culture fundamentally—from being reactive to proactive, hierarchical to col- 
legial, or introspective to externally focused, for instance. Since the collective 
culture of an organization, strictly speaking, is an aggregate of what is com- 
mon to all its group and individual mind-sets, such a transformation entails 
changing the minds of hundreds or thousands of people.” 

McKinsey went on to identify four conditions that were regarded as 
important: 


e Employees will alter their mind-sets only if they see the point of the change 
and agree with it—at least enough to give it a try; 

e The surrounding structures (reward and recognition systems, for example) 
must be in tune with the new behaviour; 

e Employees must have the skills to do what it requires (this emphasises the 
significance of in-service training); 

e [Employees] must see people they respect modelling it actively. 


‘hetps://www.mckinsey.com/business-functions/organization/our-insights/ 
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What this emphasises is that the strategic analytical and planning report ought 
to make clear that the PFM/IC reform must be integrated with civil service 
reform more generally. To treat it as simply a reform of limited interest to the 
ministry of finance, albeit with a managerial context is not sufficient. An 
important component of the reform therefore, is how it fits with civil service 
reform more widely. It also means that those responsible for the development 
and application of the reform should have regard to the psychology of reform. 
To do that should mean consultation with experts in organisational change 
and in particular the psychology of organisational change. Once the strategic 
analytical and planning report is agreed, then this creates the policy frame- 
work to move to the next stage. The head of the specialist “driver” department 
should recognise the importance of this point about the psychology of reform. 


9.3.2 The Preparation of an Operational Implementation 
Policy Paper 


Once the policy decision has been made to proceed with the reform, a detailed 
operational implementation policy paper should be prepared. This would be 
prepared in the name of the ministry of finance state secretary but the head of 
the specialist PFM/IC “driver department normally should prepare this policy 
paper on behalf of the state secretary. This paper should form the basis for the 
operational implementation of the reform and it would be based upon the 
strategic planning and analytical report. It should address the practicalities of 
the reform, that is: 


e Explain how the reform would affect the current administrative/manage- 
rial arrangements and how delegation would impact upon the role of polit- 
ical officials separating policy and strategy setting from detailed operational 
management. The latter would be a civil service responsibility unless there 
were specific reasons for ministers not to delegate (see next point). 

e Central to the success of PFM/IC is the development of delegation and 
managerial accountability. Delegation tends to be treated as a broad policy 
requirement but in fact what should be delegated and what not often 
requires sophisticated judgements and the policy paper should explain the 
principles that should lie behind the arrangements for delegation and 
accountability. (This is referred to in Chap. 14.) To ensure there are no 
misunderstandings, the head of PFM/IC department needs to work closely, 
as was pointed out in Chap. 5 and above, with those officials responsible 
for civil service/public administration reform. (Note: The PFM/IC reform 


9 The Role of the Department Responsible for Advising... 315 


cannot drive the civil service/public administration reform but a failure of 
the civil service/PFM reform to match the requirements of the PFM/IC 
reform can prevent that reform being effective.) 

Demonstrate the impact that the reform would have upon civil service 
organisation and responsibilities (e.g., that each ministry should appoint a 
senior official to be responsible for the overall management of the ministry, 
that is a state secretary, with the relevant responsibilities and authority) and 
not least for the development of managerial structures and responsibilities 
throughout the organisation including those of the head of finance. 
Consider the practicalities of coordinating this reform with civil service/ 
public administration reform and the requirement for the civil service per- 
sonnel policies to be compatible with the personnel policies necessary to 
implement PFM/IC. 

Because the focus of PFM/IC is upon improving the managerial quality of 
the civil and local government service, it should include a commentary 
upon the changes that might be required to the day-to-day personnel (HR) 
management arrangements (see Chap. 14). 

Consider whether reform is required to the present civil service reward, 
disciplinary and sanction arrangements. 

Explain the need for each organisation to develop operational objectives 
and performance standards and performance objectives based upon gov- 
ernment policy also recognising that for some services and activities this 
could be extremely difficult. 

Explain that management responsibility for internal controls would extend 
to the delivery of objectives and performance standards and objectives and 
that managers would be accountable for the delivery of outputs as well as 
inputs and would be required to do so efficiently and effectively. 

Point out the need to develop performance information systems linked to 
the objectives of the organisation and to ensure that managers could not 
manipulate such systems to show a better performance than is actu- 
ally being achieved. 

Emphasise the need for training and especially managerial training for civil 
servants and financial management training for heads of finance and 
finance staffs. 

Explain how the reform would affect the budgetary and financial account- 
ing arrangements including the linking of budgets with objectives and per- 
formance standards, ensuring stability in cash flows during the year, as well 
as providing the information managers could need whilst at the same time 
meeting the needs of the ministry of finance: this would include: 
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— Ensuring that budgetary and cash flow forecasts were more stable, espe- 
cially forecasts of income flows because of the need to avoid significant 
changes to resource availability for managers during the year; 

— The changes to the budgetary and financial information available to 
individual managers and how this may impact upon existing financial 
information systems:” 

— The impacts upon the role of the head of finance in ministries; 

— The need for the development of managerial and cost accounting in 
addition to financial accounting. 


e Explain how the reform would affect governance, transparency and 
accountability arrangements including the consequences for parliamentary 
and civil society scrutiny. 

e Explain how the reform would affect the arrangements for the control of 
second-level organisations (whether non-market or market-based organisa- 
tions) and that the first-level organisation must retain a capability to ensure 
that second-level organisations establish policies that are consistent with 
those of the first-level organisation and that they operate efficiently and 
effectively. 

e Provide a requirement that strong governance requirements were applied to 
state-owned enterprises to ensure that such organisations were effectively 
managed and that their resources were not misused. 

e Provide an overview of the benefits and costs (see Chap. 10) including an 
assessment of the time period over which those benefits and costs may 
accrue or be incurred. 

e Explain the changes that would be required to existing legislation, includ- 
ing the budget law and regulatory arrangements along with those disciplin- 
ary and regulatory arrangements which could adversely affect managerial 
willingness to make decisions and hence the establishment of a manage- 
rial culture. 

e Follow research advice on the most appropriate ways of introducing the 
reform, such as using pilot organisations or phasing in over different types 
of organisations. 

e Indicate whether the reform should be introduced in stages or not and 
whatever the arrangements identify the key milestones that should be 
achieved to demonstrate progress with the reform. An example of the pos- 
sible stages is set out below: 


”Very often financial information systems will have been installed by external consultants and will be 
‘standard’ packages. This may make changes to those systems more difficult to achieve. Alternatively, 
where a country has developed its own financial information systems, it will need the technical capacity 
to make the changes that will be required. 
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Stage Comment 

I. Clarify the separate roles of This should be addressed first. The 
ministers and deputy ministers and boundary between the responsibilities 
operational managers of political appointees and civil 


servants will vary over time and may 
differ between individual ministries. In 
general, operational responsibilities 
should be allocated to civil servants 
with overall responsibility for the 
quality of operational management 
lying with the top official within the 
ministry. He/she would be responsible 
to the political head of the 
organisation. However, delegation is a 
complex issue and the issues to be 
considered are addressed in Chap. 14. 
Require that ministries adopting How these management structures 
PFM/IC should define the managerial should be developed will depend upon 
structures under the chief official to types of services being provided. These 
deliver services efficiently and structures should not be regarded as 
effectively. Regard should be had to fixed but capable of change as 
the appropriateness of the corporate circumstances change. Particular 


governance arrangements. regard should be had to the role of 
head of finance. 

Arrange with the ministry of Such detailed information does not have 

finance, and if investment is to be available to every level of 

managed separately with the manager but it should be up to senior 

ministry responsible for investment, management within individual 

the provision to individual managers ministries to decide. Again, the 

of the budgetary and accounting allocation of this information may 

information they require to enable change over time. 


them to deliver services efficiently 
and effectively. 


Ensure that individual ministries This could be very difficult to develop 
adopting PFM/IC have developed for some ministries and managers may 
objectives and performance require considerable support to 
standards and objectives for achieve this. It will also require 
individual managers and the clarification of the budgetary 
arrangements to monitor arrangements. This process is one that 
performance. These objectives and is likely to be refined over time. 


performance standards should be 
linked to budgetary availability. 
They should also be accompanied by 
reporting arrangements. 


(continued) 
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(continued) 


St 
V. 


VI. 


Mi 


Mi 


age Comment 

Ensure that financial and This stage vvill also take time to develop 

performance information is available as individual managers and heads of 

to individual managers to finance gain experience. The extent to 

complement the efficient and vvhich financial and performance 

effective delivery of objectives and information is available affects the 

performance standards. extent to which delegation from 
political to civil service officials can 
occur. 

Introduce the ‘managerial To try to introduce these disciplines 

disciplines’ that follow from the earlier in effect demeans the 

COSO report. significance of these disciplines. They 


can only be of effect in a managed 
organisation with individual managers 
taking responsibility for their effective 
implementation under the authority of 
the head of operational management 
of the organisation. 


|. Develop reporting arrangements This will include reports to different 
about the performance of the parties including to the ministry of 
ministry and the quality of the finance, parliament, taxpayers, civil 
internal control arrangements. If society and users of the public services. 
possible, also identifying the This is an essential element in the 


benefits from the implementation of development of transparency. 
the policy. 
Il. Reviewing the successes and failures This process of systematic review is 
of the policy to establish how the important to consider lessons learned 
quality can be improved. and to explore emerging ideas from 
other countries. 


Clarify the timescales for the reform implementation and given the length 
of time that will be needed when the key assessment stages (milestones) are 
expected to occur where progress can be judged. 

Explain the reporting arrangements that will be implemented to the cabi- 
net of ministers. 

Explain the proposed parliamentary reporting processes. 


In preparing this policy paper the head of the ‘driver’ department should: 


. Undertake an assessment, after consultation with state secretaries and 


other relevant officials including the state auditor, of the strength of the 
current internal financial and budgetary control arrangements. 


. Assess after consultation with state secretaries and other relevant officials, 


the appropriateness of managerial structures that presently exist and their 
adaptability to the managerial requirements of PFM/IC. Establish the cur- 
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rent extent of delegation of operational management to the civil service (if 
any) and the arrangements where delegation exists for accountability to 
the political level of management. 

3. Discuss with the ministry of finance department responsible for budgeting 
and financial accounting arrangements the changes that will be needed to 
provide managers with the information they require and establish if there 
will be any difficulties in providing that information. An element of these 
discussions should be to ensure that the arrangements to link budgets with 
objectives and performance standards are effective. These arrangements 
will determine whether such objectives and performance standards and 
objectives are defined in such a manner that they have the capability of 
being translated into actual operational objectives. (These difficulties may 
be of a technical nature, such as the inability of the financial information 
system to provide the additional information or they arise from other con- 
cerns about the potential loss of ministry of finance control. Whatever the 
difficulties these must be resolved.) 

4, Establish what performance information systems exist and the extent to 
which they will need to be developed. 

5. Assess the capabilities of the heads of finance to provide the management 
and cost accounting information that managers will require. 


This operational implementation policy paper should be agreed ideally by 
the state secretary in the ministry of finance with the most senior civil servant 
in each ministry before submission to the minister of finance and the govern- 
ment. This is because of the impact that the policy will have upon the organ- 
isation and operational management of each ministry. As with the strategic 
planning and analytical report an aim with the operational implementation 
policy paper should be to obtain the widest political support (as well as wide 
civil service support), including the support of politicians who are not pres- 
ently part of the government. The operational implementation policy paper, 
or a version of it, should be submitted to parliament. As has been explained 
above, wide political support is highly desirable because application of the 
reform is likely to take much longer than the period of office of any one gov- 
ernment, and consistency in the policy of application is essential. 

Because management and financial training will be a key component of the 
reform, the policy paper could also explore with academic institutions how 
this might be developed, and if there is to be an in-service training institution 
(or one may already exist) how this could contribute to the training needed. 

An important feature of the policy paper should be an explanation of how 
transparency and external accountability will be affected and not least how 
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parliament should be informed about the details of the reform and be able to 
make comments. 

As a result of the discussions that should occur during the preparation of 
this policy paper, variations from the proposals and information contained in 
the strategic planning and analytical report may occur. Such variations should 
be discussed with the key political and senior civil servants before 
publication. 


9.3.3 Actions of the Head of the PFM/IC Department 
Following the Approval of the Operational 
Implementation Policy Paper 


Once this policy paper has been approved practical implementation will com- 
mence. The head of the PFM/IC department should focus initially on the 
managerial consequences of the reform. Whilst budgetary and financial con- 
trol remains important, the key to success lies in strengthening or introducing 
those managerial arrangements, including managerial controls, that facilitate 
the delivery of the objectives of the government and the aimed for perfor- 
mance standards and objectives, to time, within budget and efficiently and 
effectively. 

Control will no longer simply be about ‘inputs’, important though that will 
remain but will also be about the delivery of ‘outputs’. Failing to emphasise 
how important the managerial context along with the consequences for the 
political and top and senior civil service and local government officials and 
other levels of management of public organisations, would lessen he emphasis 
upon achieving objectives and performance standards and objectives effi- 
ciently and effectively. 

The introduction of a managerially oriented approach to public service 
delivery with its focus upon outputs and the delivery of those outputs effi- 
ciently and effectively will require that a set of managerial disciplines is 
employed to facilitate the development of a quality management approach. 
These managerial disciplines which are discussed in detail in Chap. 11 are 
usually described as international standards of internal control or the COSO 
standards.° However, for the purposes of this reform those responsible for 
implementing the reform would be better to regard them as ‘managerial dis- 
ciplines’ because they inform managers of the features that should exist if an 
organisation is to be well managed. These managerial disciplines cover five 
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main areas, that is, the control environment, information and communica- 
tions, control activities, risk management and monitoring. However, these 
managerial disciplines will be of little value if a number of preconditions 
applying to those five areas do not exist. These are referred to in Chap. 11 but 
include clarity about objectives and performance standards, a managerial 
structure designed to deliver those objectives and performance standards, the 
consistency of budgetary allocations with the objectives and performance 
standards and the linkage of budgetary and accounting information with 
managerial needs as well as those of the ministry of finance. 

An important activity of the head of the department driving the PFM/IC 
reform, once the decision has been made to implement this reform is to ensure 
that these standards (managerial disciplines!) are applied. This is not a simple 
training exercise, not least because these standards impact upon each other 
and cannot be introduced completely in a single reform process. The quality 
of application will evolve over time. Whether or not they have been properly 
applied can only largely be demonstrated by the quality of the outputs of the 
public organisation. That is, has the organisation achieved delivery of its 
objectives and performance standards and objectives efficiently and effectively, 
to time and within budget. Success cannot be judged by whether the bureau- 
cracy associated with those managerial disciplines exists although this is often 
how application is in practice judged. An important statement which should 
be required of management annually from which success can be judged is the 
statement of internal control (see Chap. 13). 


9.4 The Ministry of Finance State Secretary 
Relations with Individual Ministries 


Whilst the state secretary of the ministry of finance should have overall 
responsibility for the application of the reform, each ministry state secretary 
should also be intimately involved as the reform. This applies equally to 
spending ministries and income raising ministries such as those responsible 
for the different forms of taxation. There ought to be regular meetings of these 
officials chaired by the ministry of finance state secretary. This process will 
require managing and this will usually occur through secretariat arrange- 
ments. The head of the PFM/IC driver department should act as that secre- 
tary. The agenda for such meetings should include: 
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e Areview of the implementation arrangements within the affected ministries; 

e Overall progress against ‘milestones’; 

e ‘The effectiveness of the coordination arrangements with the organisation 
responsible for civil service reform and with other reforms which may 
impact upon the PFM/IC reform; 

e Reactions of ministers and other political appointees to the delegation and 
managerial accountability arrangements; 

e Reactions of the civil service to their added decision making 
responsibilities; 

e Emerging difficulties and how they are being addressed and not least in the 
development of objectives, performance measures and performance 
standards; 

e Arrangements for the development of performance information systems; 

e Comments on the availability of budgetary and financial management 
information for managers; 

e Developments in training in managerial disciplines, how this training is 
proposed to be undertaken and the impact of the reform on personnel 
management and development arrangements. 

e Observations on the enhanced role of the head of finance and the signifi- 
cance of finance in establishing efficiency and effectiveness: is that role 
being effectively undertaken and if not, what is required for improvement; 

e An update on the benefits and costs of the reform. 


As part of the practical application arrangements, it would be desirable for 
the head of the PFM/IC department to also establish two subordinate coordi- 
nating groups. One would be with those officials involved with public admin- 
istration and/or civil service reform and a second with those involved with the 
practicalities of this PFM/IC reform within individual ministries, particularly 
those concerned directly with the financial management arrangements. Both 
groups should have a particular responsibility to identify problems and 
develop solutions. These groups should in turn ‘feed into’ the state secretary 
group chaired by the ministry of finance state secretary. 

A main source of information about emerging problems should be through 
the work of the ‘driver’ department supporting the state secretary because it 
should be in regular contact with each ministry implementing the reform. 
Potential emerging problems could include difficulties in developing objec- 
tives and performance standards and in developing the necessary financial and 
performance information systems required by managers to enable them to be 
confident about delivering objectives efficiently and effectively. Another prob- 
lem area could be in securing the appropriate training for managers. A further 
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problem could arise over the development of personnel policies that are con- 
sistent with a managerial approach to public administration (see Chap. 14). 
One of the most sensitive changes that should result from the introduction of 
PFM/IC will be the delegation of operational management for the implemen- 
tation of policy and strategy from the responsibility for the development of 
policy and strategy. In some countries this will have a major impact upon the 
role of political appointees, including ministers and mayors and on the role of 
top and senior civil servants. This separation is fundamental to the reform but 
is not intended to weaken political control but rather to strengthen it by caus- 
ing control to be focussed on key issues with those key issues being defined by 
the political management. This is to change from a political management try- 
ing to make all decisions, no matter how trivial, on both policy and opera- 
tional matters. 

A further problem with implementing the reform is that the delegation ele- 
ment can be misunderstood leading to resistance and this may be an especial 
problem where the civil service is not well trained or is politicised (which 
anyway should raise questions about the appropriateness of this reform). The 
result can be ‘tokenism’ in the development of delegation. Similarly, the 
requirement for each ministry (and other public organisations) to prepare 
annually a statement of internal control may be a cause of difficulty because 
this statement involves disclosure of internal control problems that have 
emerged during the year and the actions taken to correct them. 

An important function in the development of relations between the minis- 
try of finance state secretary and other state secretaries is to identify and 
address these areas of potential problem. 


9.5 The Experience, Skills and Attributes 
Required to Build a Successful PFM/IC 
Application Team Supporting 
the State Secretary 


The PFM/IC “driver department should be staffed with, or have available to 
it, the following range of skills: 


(i). Staff experienced in organisational management, including the setting of 
objectives, performance standards and performance measures and indica- 
tors or that advice on these topics is available (which may include aca- 
demic advice); and 
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(ii). Persons who are experienced in all aspects of financial management, 
including budgeting, that is, economists, financial accountants, experts 
in cost and management accounting and experts in interpreting the 
trends revealed by financial and performance information. 


Such staff may be seconded from other ministry departments or from outside 
the civil service such as staff linked to university management schools and 
similar institutions which have an interest in promoting improvements in 
public sector management practices. (Some of these experts would not be full- 
time appointments but should be available as required and could be experts 
specially hired for the purpose, such as experts in the management of taxation.) 

Because support may be required in the development of budgeting, finan- 
cial and cost and management accounting, and these are often in short supply 
in the public sector, this may involve recruiting or ‘borrowing’ staff from the 
private sector. The support that should be looked for should have the capabil- 
ity to assist public organisations in the development of objectives, perfor- 
mance standards, performance measures and indicators, in developing 
strategic financial planning, in suggesting cost centre analysis and in routine 
performance analysis. They may also need to assist managers in ministries in 
developing business and strategic plans. In addition, such staff should be 
familiar with pricing where public organisations earn income from charges so 
that organisations can be helped to identify whether charges properly reflect 
the costs of providing services and activities and where costs are not to be fully 
recovered, the extent of any subsidies and who benefits from those subsidies. 
"The budget available to the ‘driver’ department should reflect the wide diver- 
sity of skills that are required to apply the reform. 

In those countries where PFM/IC has been interpreted as primarily an 
enhanced form of financial control, the initial focus in the introduction of 
this reform has been upon the development of internal audit. This is very 
unfortunate and ignores the key managerial perspective of the reform. It is in 
effect ‘putting the cart before the horse’. First, it confirms preconceptions that 
PFM/IC is simply a finance orientated and basically financial control activity. 
Secondly, it tends to encourage politicians (who may be wholly unfamiliar 
with the requirements of management) that this is simply a financial reform 
and that it does not have the wider impacts upon managerial structures, bud- 
getary and accounting and performance information arrangements, if the 
benefits are to be achieved. Thirdly, this in turn affects attitudes towards what 
is the necessary staffing structure and organisation of the department within a 
ministry of finance responsible for supporting the state secretary. Of course, 
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improvements to internal audit should always be looked for but they are not 
a precursor to the development of PFM/IC. Internal audit will be affected by 
the development of PFM/IC, but then so will many other aspects of public 
financial management, as this guide shows. 

In summary, the successful application of PFM/IC requires a broad mana- 
gerial approach to the reform; it requires reforms to budgeting and account- 
ing arrangements and the availability of a wide range of skills within public 
organisations. The “driver” department will require a corresponding range of 
skills. Not all will be required immediately and not all will be a full-time 
requirement so the staffing arrangements for this department should be flex- 
ible. A responsibility of the head of the ‘driver’ department should be to ensure 
that the relevant skills are available when needed and of the right experience 
and calibre. That is likely to require a flexible approach to staffing and quite 
different from traditional arrangements. The head basically requires the same 
flexibility in the delivery of the objectives of the department as the depart- 
ment will be trying to encourage to exist in other managements. 


9.6 Achieving Local Ownership of the Reform 


Ensuring local ‘ownership’ at each ministry level is an important factor in the 
successful application of the reform. Although this reform will be promoted 
by the minister of finance, the potential benefits to individual ministers in 
helping them to achieve their objectives are substantial. The reform also pro- 
vides opportunities for the civil service to develop its skills, responsibilities 
and initiative in achieving the relevant minister’s objectives. 

At the political level achieving local ownership will be primarily a responsi- 
bility of the minister of finance. At the operational civil service level this will 
be a responsibility of the ministry of finance state secretary working in part- 
nership with other state secretaries (or their equivalents). These officials will 
generally provide the continuity of ‘ownership’ that political officials cannot 
provide. The head of the ‘driver’ department has a duty to make clear, either 
directly or through the ministry of finance state secretary, that responsibility 
for applying the reform within each public organisation and for ensuring that 
the quality is maintained should lie with the most senior appointed official in 
the organisation, that is, the state secretary (or equivalent in local govern- 
ment). Therefore, a considerable effort will be required in presentations to 
and discussions with these officials. In this author’s experience a frequent mis- 
take is that too much focus is given to informing and training more junior 
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officials such as heads of finance in line ministries and then only in the bureau- 
cracy of the reform processes rather than in informing and generating an 
understanding of the purpose of the reform at the highest levels of the admin- 
istration. This does not achieve local ownership. 

The role of the minister of finance is very important in the actual applica- 
tion of PFM/IC because that minister will need to act to ensure that political 
colleagues accept and in turn also fully appreciate what the reform means for 
them. The ministry of finance state secretary with the support of head of the 
‘driver’ department consequently has an important role in providing a full 
brief to the minister of finance on the implications of introducing this reform, 
for supporting the minister in the promotion of the reform, and for inform- 
ing the minister on progress with implementation. The head of the ‘driver’ 
department may do this directly or through the ministry of finance state 
secretary. 


9.7 The Practical Issues the Head of the PFM/IC 
‘Driver’ Department Should Address 


Set out below are the practical issues the head of the PFM/IC ‘driver’ depart- 
ment should consider in supporting the ministry of finance state secretary in 
the application of PFM/IC. Essentially the aim is to create a modern manage- 
ment style of organisation. Therefore, coordination with civil service reform is 
so essential and the civil service personnel policies should be compatible with 
those needed for the application of PFM/IC. These issues are all covered else- 
where in this guide, but are brought together here as a form of ‘checklist’ for 
the convenience of the head of this ‘driver’ department to ensure that his/her 
advice to the state secretary covers all the issues. The order of the items is also 
important. For example, there is no point in seeking to introduce the bureau- 
cracy of the procedures associated with the reform until other elements of the 
reform process, and not least the managerial elements, have been introduced. 
The procedures should be designed to facilitate the development of quality 
management. They are not ends in themselves. Therefore, for example, the 
introduction of the COSO standards (managerial disciplines) should come 
later in the process rather than as almost the first steps to be taken following 
the approval of the policy paper. To regard them as “first steps’ indicates that 
the COSO standards are not seen as managerial disciplines but as the equiva- 
lent of other technical standards such as internal audit standards. Yet these 
managerial disciplines, as the name implies depend upon the existence of an 
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effective management and that management is also responsible for maintain- 
ing their quality of application. This is a primary responsibility of the head of 
operational management in each public organisation. 

As this is a long-term reform some of the activities will only mature over a 
long period of time such as raising financial awareness or improving the effi- 
ciency and effectiveness in the delivery of public services. However, what is 
important is that the structures are put in place to facilitate this. An example 
would be making it possible for managers to have available the type of bud- 
getary and management accounting information that they may require. Also, 
some of the issues that need to be addressed are complex, and whilst the prin- 
ciples can be stated the actual practice can require careful consideration. This 
applies to one of the central features of PFM/IC which is delegation and 
managerial accountability. In Chap. 14 the issues about the appropriateness of 
the arrangements for delegation and the development of managerial account- 
ability are discussed in some detail. There is not necessarily a simple solution. 

"The references in the schedule of activities set out below are to ministries 
and civil servants, but as local governments and other public organisations 
should also, at least over time, apply the reform these requirements should be 
adapted to cover local governments and other public organisations and to 
their officials. 

"The practical issues that the head of the PFM/IC “driver” department should 
be responsible for include: 


1. The preparation of an operational implementation policy paper, action 
plan and timetable on behalf of the state secretary. (The possible contents 
of this paper have been set out above.) 

2. Once the operational implementation policy paper has been approved 
the head should prepare with the appropriate legal authorities any new 
laws and regulations to facilitate the processes of application envisaged in 
the paper. Those new laws and regulations, if required, should cover, 
inter alia: 


— Codes of practice governing the actions and behaviour of politicians 
and senior civil servants; 

— Managerial accountability arrangements including rules about the del- 
egation of authority for decision making and reporting arrangements; 

— Contracting and procurement (which should be regarded as integral to 
the development of effective PFM/IC); 


— The rules about approvals for investment decision making; 
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— The rules about who can accept responsibility for what types and val- 
ues of financial transactions and other aspects of financial activity (see 
also Chap. 5 and the annex to that chapter on the purpose and content 
of the financial regulations); 

— The arrangements for risk management, including both systems risks 
and managerial risks; and 

— Corporate governance and financial reporting arrangements. 


. The head should ensure that the arrangements for internal audit reflect 


the change in the style of public administration to one of management 
and that managers in making decisions involve them in accepting some 
degree of risk. Internal auditors should be aware of the impact that the 
reform will have upon the current reporting arrangements and the issues 
they should be concerned about, not least how managers not only exer- 
cise their responsibilities for financial and budgetary control but also for 
improving efficiency and effectiveness. 


. The head should arrange on behalf of the ministry of finance state secre- 


tary the coordination arrangements with all other state secretaries creat- 
ing the secretariat arrangements for that coordinating body (see earlier in 
this chapter). 


. The head should discuss with individual ministry state secretaries and 


other chief officials, as necessary, the arrangements for the development 
of operational objectives and performance standards based upon ministe- 
rial determined objectives and performance standards and objectives; the 
need for performance information; the linkage with the arrangements for 
organising managerial structures to deliver those objectives and perfor- 
mance standards and objectives. This may require the employment of 
specialist experts, for example, on education and social welfare policy, on 
policing or on the management of prisoners. Exactly what may be 
required will depend upon the objectives of the relevant minister. It may 
also require that the head of the department responsible for implement- 
ing PFM/IC may need to give advice on what is required and where the 
‘delegation boundary’ should be drawn permitting civil service officials to 
make operational decisions. 

Because of the impact upon the budgeting and accounting arrangements, 
the head should discuss with the ministry of finance budget department 
and the financial accounting department as well as with state secretaries 
how to achieve budgetary and cash flow stability and the information that 
managers will require if they are to deliver the objectives and performance 
standards required of them efficiently and effectively. The latter is likely to 
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require a radical change to the current arrangements for budgeting and 
financial accounting. (See Chaps. 5 and 8.) 


. The head should also discuss with the relevant ministry of finance depart- 


ments the revised arrangements for the exercise of budgetary controls to 
ensure that the authority of managers to deliver objectives efficiently and 
effectively is not inhibited by too detailed an external control process. 


. A critical activity for the head would be to continuously ensure that there 


is compatibility of the civil service/public administration reform policies 
with those for PFM/IC, including the timing of the two reforms. 


. As success in the application of PFM/IC depends upon people the head 


should ensure that a relevant and effective HR policy exists to support 
managers. (See also Chap. 14. This may be for individual organisations or 
collectively and it may require change to existing arrangements.) Therefore, 
the head should discuss with the ministry of finance state secretary the 
personnel management implications of the reform with the aim of ensur- 
ing that the organisation responsible for civil service personnel manage- 
ment arrangements and individual state secretaries accept the need for 
personnel management arrangements which are compatible with those 
necessary to recruit, train and manage the managerial and financial staffs 
who will be required to secure an effective reform. This should also include 
that state secretaries should ensure that appropriate channels exist to allow 
staffing concerns to be identified and addressed. This may require the 
development of staffing review, whistle-blowing and similar arrangements. 
This review of the personnel arrangements should also include a review of 
the staff reward, disciplinary and sanctions arrangements. As has been 
explained earlier in this guide, PFM/IC requires that civil servants make 
operational decisions and all decision making involves risk. An inappro- 
priate disciplinary and sanctions process can inhibit the willingness of 
civil servants to take risks and hence in turn inhibit the development of 
delegation. 

The head should advise the ministry of finance state secretary who in turn 
should advise the minister of finance about: 


— The consequences of the development of external accountability and 
transparency (see Chap. 8 and the role of the head of finance) includ- 
ing the information parliament and civil society is likely to require 
once the reform is introduced (which probably will be more extensive 
than that traditionally made available); 

— The arrangements for reporting to parliament on the proposed reform 
and then on the progress of the reform; 
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— The impact on the role of the state auditor and parliamentary scrutiny 
processes. 


Even though there may be acceptance at the government level of the 
implications of the reform, at the individual organisation level different 
ministers and the senior civil service officials may in practice have reserva- 
tions and differing views about how far this distinction between the 
responsibilities of ministers and operational managers is acceptable to 
them. This is even though the political heads of organisations may have 
volunteered to be pilot organisations, but they may have done so without 
realising the practical consequences. The result is that this is likely to 
involve the head of the ‘driver department in extensive negotiations. Very 
often the issue is about personalities, confidence and hence trust. Trust is 
especially needed since many governments have experienced previous 
reform failures leading them to ask—will this work? Establishing confi- 
dence in the reform at the most senior levels, particularly at the most 
senior civil service levels, is essential because it is they who will commu- 
nicate confidence (or lack of it) to other more junior officials. 

The head should introduce to state secretaries the managerial disciplines 
associated with PFM/IC, that is, the five COSO standards. The prefera- 
ble order of introduction should be that set out in Chap. 11, that is, the 
control environment standard; the information and communications 
standard; the control activities standard; the risk management standard; 
the monitoring standard. The responsibility for securing the application 
of these standards is that of each state secretary, who should also ensure 
that the same standards are also applied in the controlled second-level 
organisations. As these standards are about management, there may be a 
need to involve academic management trainers in providing support, on 
the understanding that those trainers have an appreciation of the public 
sector operational environment. Over time the most effective alternative 
may be for a country to develop its own in-service management training 
organisation. This training should include the setting of operational 
objectives and performance standards, the development of managerial 
structures and arrangements for delegation and managerial accountabil- 
ity. It should also include training in leadership and in the management 
of people. 

Ensure that the head of finance (who would almost certainly be involved 
in the training envisaged in point 16 below) is familiar with those 
requirements of PFM/IC that will impose on him/her additional respon- 
sibilities. These arise because of the change to a managerial approach to 
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the delivery of public services coupled vvith the need to improve efficiency 
and effectiveness. The head of the PFM/IC ‘driver’ department should 
initiate the development of training programmes to improve the quality 
of management. These training programmes should also cover cost and 
management accounting and longer term financial planning. The capa- 
bilities of the head of finance and those of the finance staff should be 
particularly addressed. This is because with PFM/IC the responsibilities 
of the head of finance and the staff of a finance department go well beyond 
budgetary and financial control. Training should also be provided to 
managers in the utilisation of cost and management accounting. (Training 
requirements for the head of finance and finance staffs were discussed 
in Chap. 8.) 

The head should also ensure that state secretaries recognise that because 
of the introduction of the PFM/IC reform there will be a greater empha- 
sis upon strategic planning and strategic financial planning and where 
appropriate business planning (see Chap. 8). This longer term approach 
to management is essential in improving the efficiency and effectiveness 
of public expenditure as well as ensuring the long-term financial resil- 
ience of the organisation. The head of the ‘driver’ department should 
ensure that these longer term financial planning processes are a feature of 
individual ministry financial management arrangements and therefore 
that that department has a capability to support management in this 
development. 

The head may also need to support the state secretary in individual min- 
istries, as necessary, in developing the delegation and managerial account- 
ability arrangements to be applied within the operational management 
structure for the ministry (see Chap. 14). 

A feature of management with the introduction of PFM/IC is that ‘finan- 
cial awareness’ needs to be developed throughout the organisation. The 
head of the ‘driver’ department should ensure that this is a feature of the 
development of operational management. Consequently, managers at all 
(or most) levels will become primarily responsible for the effectiveness of 
the budgetary and financial controls as well as the controls necessary to 
deliver objectives. This latter group of controls should be designed to 
deliver the objectives of a ministry to time, to standard, within budget 
and efficiently and effectively. The head should ensure not only that the 
state secretary and other senior civil service officials appreciate the 
significance of this change but also managers at all levels are properly 
trained and have an appreciation of the need for financial awareness. 
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Following on from the previous point, for budgetary control and finan- 
cial management purposes, the financial information that an operational 
manager needs to have available, given the requirement to deliver effi- 
ciency and effectiveness, should be designed to meet the operational 
manager needs and not just the needs of the ministry of finance for 
budgetary control purposes. Where this need will be entirely new (as it is 
likely to be in the majority of circumstances) specialist advice should be 
available to managers either provided directly by the staff of the 
‘driver’ department or obtained by that department from third parties 
such as academics and/or private organisations delivering services and 
actively aiming to control costs. Some of the factors that should be con- 
sidered were referred to in Chap. 8 but include: 


— Managerial financial and performance analytical needs which will 
include, for example, analysis of costs over objectives, cost centres, cost 
drivers and any other form of analysis that a manager deems helpful. 
Budgetary and accounting coding structures should be sufficiently 
flexible and elaborate to permit this and this may mean, as has been 
shown in earlier chapters, that each ministry should be able to agree 
with the ministry of finance the development of the national chart of 
accounts coding structures (a top-down responsibility of the ministry 
of finance) so that managers have available to them the information 
they require (a bottom-up responsibility of individual ministries). This 
would enable the need of both the ministry of finance and that of 
individual ministry for management accounting information to be met. 

— Managers should be able to determine the values that should be 
included in the budget relative to the objectives and performance stan- 
dards they are expected to deliver, if they are to accept it. In some coun- 
tries the extent of the discretion available to managers in the formulation 
of the budget is extremely limited by the ministry of finance and this 
will need to change. The position should be that if the manager consid- 
ers that the available budget is inadequate to meet the objectives and 
performance standards and performance objectives these latter should 
be adjusted as part of the budget negotiations so that budget, objectives 
and performance standards and objectives are compatible. 

— Again, change may also be required to the arrangements for contracts 
for the procurement of goods, services and assets where they are 
incompatible with the development of managerial accountability. This 
can occur, for example, where the administrative or other rules may 
require that only lowest price tenders are acceptable, irrespective of the 
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quality of the proposal or indeed the reputation of the contractor. 
Also, a manager may have no ability to change from an original pro- 
curement plan where a change of specification occurs or even a change 
of price. All these restrictions inhibit the ability of a manager to exer- 
cise discretion, achieve efficiency and effectiveness and hence impact 
on the manager’s accountability. 

— Managers can have relatively little discretion in some countries to 
change agreed budgets even when circumstances change. Whilst it 
may be appropriate for a manager to seek authority for change where 
that manager regards change as necessary (after all a budget is only a 
plan), limitations can reduce the discretion available to the manager 
and hence his/her accountability. The introduction of PFM/IC should 
cause the head of the department responsible for the reform to encour- 
age a review of the scope for discretion over budgetary changes, that is, 
to encourage the adoption of virement rules which are relevant to the 
managerial context that applies with PFM/IC. 


State secretaries should be responsible for the ongoing quality of financial 
management and internal control. This should culminate in the annual 
publication of a statement of internal control (see Chap. 13). The head of 
the ‘driver’ department should specify on behalf of the ministry of finance 
the content coverage of this statement. In preparing that statement the state 
secretary will require the cooperation of the head of finance and of internal 
audit. This statement, which will focus on the achievements and non- 
achievements in terms of meeting objectives and performance standards as 
well as on the strengths and weaknesses of the financial and budgetary con- 
trols, will provide the main indicator of the effectiveness of the reform. In 
monitoring whether these guidelines have been successfully applied, the 
evidence trail should start from whether agreed objectives and performance 
standards and objectives have been delivered within budget and to time, 
and if not, then the question is why not? These statements ideally should be 
published and should be regarded as a key source of evidence by the ‘driver’ 
department of the effective application of PFM/IC by a ministry. 

An important feature of public sector management in many countries is 
the existence of second-level organisations. A discussion about these 
organisations is included in Chap. 12. The head of the ‘driver’ department 
should ensure that service level agreements (or equivalent) exist, that state 
secretaries have the necessary support in developing such agreements and 
that they are regularly reviewed (as should the need for the continuation 
of the existence of the second-level organisation). The head should also 
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ensure that the controlling ministry exercises effective supervision of such 
organisations. Effective supervision means that the controlling 
organisation: 


— Always approves the budget of the second-level organisation; 

— Requires that the second-level organisation budget is incorporated into 
its own budgetary requirements and is not, as in some countries, sub- 
mitted separately to the ministry of finance; 

— Ensures that the budgetary requirements are linked to the expected 
objectives and performance standards; 

— That those objectives and performance standards are met, or if not, 
that the reasons for failure are adequately explained; 

— That the financial returns expected of state-owned or local government 
trading organisations should be subject to the approval of the controlling 
ministry and that such organisations should not operate in a manner 
which could prevent the development of the private sector market; that 
the controlling first-level organisation has a detailed concern about the 
financial returns being achieved, investment requirements, the corporate 
governance and accountability arrangements and certain types of pay- 
ments such as for entertainment, travel and senior official remuneration. 


The head of the department responsible for the application of PFM/ 
IC should also ensure that the controlling ministry has a policy and 
technical capacity to fully monitor the activities of second-level 
organisations. 

21. Corporate governance along with transparency and hence external 
accountability (not least to parliament and civil society) are features of 
PFM/IC. Advice and support are likely to be required by ministries to 
establish each of these features, particularly over the publication of finan- 
cial and operational information. The COSO framework specifically 
refers to reliability, timeliness and transparency in external reporting but 
the framework recognises that other factors may be relevant as well 
depending upon local requirements. Not the least of these will be parlia- 
mentary requirements. The likelihood is that each public organisation 
should be expected to produce an annual report explaining the utilisation 
of financial resources and what it has achieved or not achieved compared 
with its objectives. A further example of transparency will be the need to 
prepare statements of internal control (see point 22 above) including, or 
as a separate statement, information about how the organisation addresses 
risk along with its risk appetite. This transparency requirement could well 
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be a cause of difficulty because the identification of deficiencies which 
may have occurred and been included in the statement of internal con- 
trol, or of the extent to which an organisation is prepared to accept risk, 
may cause public controversy. However, transparency is a key element in 
the accountability process and attempts to suppress transparency should 
be resisted by the head of the ‘driver’. (The external auditor is also likely 
to have a specific interest in the external reporting arrangements and in 
the extent to which transparency has been achieved.) 

Increased transparency and accountability have two practical conse- 
quences that the minister of finance should consider (and hence that the 
head of the ‘driver’ department and the state secretary should be aware 
of). These are first, that members of parliament should receive training to 
enable them to appreciate the managerial change that PFM/IC will bring 
about and therefore how their enquiries should be focussed to secure 
effective parliamentary scrutiny. Secondly, both senior official managers 
and politicians should also receive training in how to respond to external, 
particularly parliamentary, scrutiny. 


23. An important activity of the head of the “driver” department will be to 


ensure that internal audit has a full appreciation of the managerial impli- 
cations of this reform and that it sees its role as a support to management 
and that control is about much more than traditional financial and bud- 
getary controls. This developed role will include advising management on: 


— The quality of budgeting when related to envisaged objectives and 
standards of performance and performance objectives; 

— The relevance of the financial and performance information available 
to managers to assess and improve the level of efficiency and 
effectiveness; 

— The quality of the widened scope of the internal control arrangements; 

— The accuracy and appropriateness of the annual statement of internal 
control; 

— The relevance, accuracy and timeliness of the financial information 
being made available to managers and on the arrangements for trans- 
parency and corporate governance. 

— The key internal audit reporting line, as was pointed out in Chap. 7 
should be to the head of the civil service in the organisation and an 
audit committee where one exists, with the right to report to the 
appropriate political official where the auditor deems that appropriate. 
A training programme should therefore be developed for internal 
auditors. 
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The managerial context of the PFM/IC reform ought to set the context for 
other reforms. The head of the ‘driver’ department should recognise that 
other public financial management reforms cannot be effective without 
the development of a managerial context. Managers must make decisions 
based upon the tools and information available to them. If there is no 
managerial context such other reforms are unlikely to be successful. 
Examples are the introduction of programme/performance budgeting and 
accrual accounting. These reforms impact upon the PFM/IC reform, and 
for them to be successful the managerial framework of the PFM/IC reform 
should exist. These different reforms need to be integrated because they all 
require a focus on management, the setting of objectives and operational 
standards and objectives and on the availability of information. A respon- 
sibility of the head is to ensure that this integration occurs. This of course 
also means that the head of the ‘driver’ department should be familiar 
with the operational implications of these other reforms. The head should 
seek to ensure that the timing of those reforms is linked to the develop- 
ment of PFM/IC. (It cannot be to the complete development of PFM/IC 
because of the long-term nature of that reform but the essential manage- 
rial framework with the acceptance of the ideas of objectives, performance 
standards and objectives, delegation and accountability including the 
reforms to budgeting and accounting should already be in place.) 


25. At least annually and probably more frequently in the early development 


26. 


stages of the reform, the head should prepare for the state secretary in the 
ministry of finance a formal report on progress with the reform, i.e. a 
monitoring report, identifying any problems, with possible solutions and 
changes that may be required or new developments that might be pro- 
posed. This report should be discussed at the envisaged meeting of state 
secretaries (see above) and in turn should be submitted to the minister of 
finance. The minister in turn should be accountable to parliament, per- 
haps six monthly as well as annually, for the progress being made. ‘This is 
a report that the state auditor ought also to see. 

Supporting the state secretary by acting as the secretary to the group of 
state secretaries in the practicalities of applying PFM/IC. (See 
Chaps. 5 and 7.) 


9.8 Summary 


The head of the PFM/IC ‘driver’ department has a very important role in 
ensuring that there is a full appreciation of what this reform means for the 
management of public services including those organisations responsible for 
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the collection of taxation and other forms of public income. The key chal- 
lenge is the creation of a modern managerial style of organisation. The minis- 
try of finance state secretary, under the authority of the minister of finance, 
should have overall responsibility for the application of the reform through- 
out the public sector. The head should support the ministry of finance state 
secretary in promoting the reform to other senior civil and local government 
appointed officials responsible for the operational management of public 
organisations. Promotion of the reform to public organisations should start 
with these senior officials and not with lower level officials. The aim should be 
to secure local ownership of the reform and to make the officials aware of the 
benefits that can be achieved. This is particularly important where foreign aid 
agencies are involved who may have a limited appreciation of the country 
cultural and managerial context. Where support with the reform is being pro- 
vided by foreign aid organisations, the head of the ‘driver’ department should 
ensure that their recommendations are relevant to the needs of the country 
and are not just a ‘standard package’ of reform proposals. An important 
responsibility of the head of the ‘driver’ department is to maintain control 
over the direction of the reform and to do that the head must have a thorough 
appreciation of what the PFM/IC reform is really about. 

Not the least is the recognition that coordination of this reform with civil 
service or public administration reform is essential. 

The introduction of PFM/IC will cause radical changes to the way in which 
public organisations are managed and this could well generate opposition. 
There is every possibility that senior officials (political and appointed) may 
object to the reform and this reaction should be anticipated and policy options 
prepared. Failure to address this potential problem is likely to result in, at 
least, the gradual re-establishment of the former administrative arrangements. 

An essential feature of the reform process should be a strategic analysis of 
the strengths and weaknesses of the present arrangements, including the bud- 
getary processes and the problems and risks that implementation will gener- 
ate. This analysis may result in the conclusion that this reform is inappropriate 
at the present time and that a different reform would be more appropriate. 
The fundamental point is that this reform requires a complete change in the 
style of the management of public services, including how its finances are 
managed. The emphasis adds to the traditional financial input controls the 
control of outputs, although such a shift can only be justified if input controls 
are strong and remain strong. A consequence of the reform is that the respon- 
sibilities of the most senior civil service or local government administrator in 
a public organisation change considerably and become much more extensive 
compared with those of a traditionally organised public administration, not 


338 N. Hepworth 


least because of the focus upon improving efficiency and effectiveness. This 
means that an important emphasis should be on developing policies to 
respond to the potential opposition from senior officials who have an 
entrenched view about traditional approaches to the administration of public 
services and this may require that they be replaced. Another important 
emphasis should be placed on management training, rather than simply on 
the bureaucracy associated with the reform, which is what very often happens. 
Because finance becomes a central feature of decision making with PFM/IC, 
the development of the role and skills of the head of finance is very necessary. 
The responsibility of the head of the ‘driver’ department is to design and 
facilitate both these areas of training, not to undertake them. 

The responsibilities falling upon the head of the PFM/IC ‘driver’ depart- 
ment as well as upon the ministry of finance state secretary are considerable. 
Together they should ensure that the ‘driver’ department is properly staffed 
with a range of expertise to support the reform. To support the application of 
the reform the state secretary with the support of the head of the “driver” 
department should aim to achieve coordination of the reform through regular 
meetings with other state secretaries and officials to discuss application issues 
and solutions to problems that may be emerging. 
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Achieving the Benefits That Introducing 
PFM/IC Can Generate and Accounting 
for the Costs 


Adopting PFM/IC creates the opportunity to achieve important benefits. 
These are explained in this chapter. However, these benefits will only materi- 
alise if the political and senior official management of public organisations 
recognise these benefit opportunities and are determined that they should be 
achieved. To achieve these benefits the political and senior official levels of 
management need to recognise that PFM/IC should be treated as fundamen- 
tally a management reform. The benefits arise principally from the better 
quality of management that PFM/IC facilitates. 

The application of the reform is not ‘cost free’ and the full range of costs 
should be identified. They cover a wide range of issues and are about the pro- 
fessionalisation of civil and local government service management. The pro- 
cess of identifying and assessing the costs will help, particularly ministries of 
finance, to establish the range of issues that need to be considered to apply the 
reform and perhaps may also help them decide how they wish to proceed or 
even whether to continue with the reform. Exactly what a particular country’s 
costs will be depends upon the starting point, that is, what information is cur- 
rently available and the extent to which the associated managerial arrange- 
ments require reform. However, whatever the circumstances a major cost will 
be an investment in training, not just training in technical matters but in 
developing the skills of management. Success with achieving the benefits of 
the reform ultimately depends upon the quality of management. Other fac- 
tors in assessing the costs include the proposed coverage of the reform (i.e., 
affecting all public organisations or only some), proposals for the phasing of 
the reform and the likely time the reform will take to achieve comprehensive 
application. 
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10.1 Management and Policy—The Core Factor 
in Achieving the Benefits of PFM/IC 


The PFM/IC reform is not easy to apply. The benefits do not ‘automatically’ 
emerge and they will mainly only emerge over time. Achieving the benefits is 
made possible through the development of good quality policy and the actions 
of managers responsible for the operational delivery of public services which 
the introduction of PFM/IC facilitates. Policy making is improved because 
PFM/IC potentially makes available better quality information to policy 
makers and to the operational managers advising them. Operational manag- 
ers are enabled to make better quality decisions based upon the financial and 
performance information that should become available to them. But they 
need to know how to use that information, including how to motivate their 
staff to secure efficient and effective delivery of objectives and performance 
standards and objectives. In other words what becomes available is a combina- 
tion of performance and financial analytical information to support the polit- 
ical and operational management objectives. 

A feature of PFM/IC is effectiveness along with increased transparency and 
accountability. Effectiveness in expenditure requires that regard is had to the 
interests of the user of the service being provided, that is, is it relevant to their 
needs and provided in a manner which is convenient to the user? Effectiveness 
in income generation, particularly taxable income, depends upon clarity of 
the income generating policy (especially true for tax policy) and its consis- 
tency with government expenditure policies (e.g., fuel duties could be consis- 
tent with a government policy to reduce harmful emissions). Tax policy ought 
not to distort the development of the economy. Effective tax policy often also 
evolves from wide consultation, something that governments are not neces- 
sarily particularly good at. Introducing PFM/IC means that Top management 
will need effective communication skills to respond to increased parliamen- 
tary and civil society scrutiny of operational and tax performance. 

None of the available literature on the development of PFM/ICI specifi- 
cally refers to the benefits that can accrue from the reform. The impression 
given is that the benefits that do arise come from strengthened internal con- 
trol processes and then largely limited to financial and budgetary controls. 
The linkage with an enhanced role for management and the controls it needs 
to deliver objectives and performance standards and objectives is usually not 
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considered. The discussion usually does not extend to the quality of manage- 
ment or the impact of enhanced transparency and accountability. 

In describing the opportunities for generating benefits, Sect. 10.2.2. below 
shows how the focus on management, coupled with the additional financial 
and performance information required by the development of PFM/IC, cre- 
ates the possibility to improve the efficiency and effectiveness with which 
public services are delivered and public resources used. This is central to the 
achievement of the benefits because it facilitates better quality policy making 
as well as better quality operational management. The section builds upon 
comments made in previous chapters of this guide. But to allow those benefits 
to emerge, budgetary stability is of central importance. Without the imple- 
mentation of PFM/IC these benefits would not be available. 


10.2 The Benefits of the Reform 
10.2.1 Budgetary Stability 


To achieve the benefits of the reform, one of the most important factors 
besides the opportunity to improve the quality of policy making and opera- 
tional management is budgetary stability and its accompanying partner cash 
flow stability. Budgetary stability means reliability in funding from the minis- 
try of finance to individual ministries and other public organisations. The 
reality of management in many developing and transition economy countries 
is that budget funding is unstable (often caused by unreliable forecasts of tax- 
able income) and managers are consequently very often mainly concerned 
with how to manage with shortfalls in funding and budgetary uncertainty. 
Such uncertainty effectively prevents management from achieving efficiency 
and effectiveness and diverts the management focus from achieving objec- 
tives. An example of this is from a report into the effectiveness of the Health 
Sector Services Fund (HSSF) in Kenya. Here researchers from the KEMRI- 
Wellcome Trust Research Programme and the London School of Hygiene & 
Tropical Medicine evaluated the HSSF. One key challenge (and there were 
several) to effective implementation that they identified was delays in receiv- 
ing funds and arduous financial reporting requirements, both of which 
affected the ability of facilities to deliver services effectively.” Similarly, a report 
prepared by US Aid on challenges to ensuring adequate and timely funding 


? https:/ /resyst.İshtm.ac.uk and Policy Brief, April 2015 KEMRI/Wellcome Trust: Health sector planning 
and budgeting in Kenya: recommendations to improve alignment. 


342 N. Hepworth 


for maternal, new born and child health commodities covering Bangladesh, 
Kenya, Nepal and Uganda identified major bottlenecks that adversely affect 
financing and therefore access to the required commodities. These bottlenecks 
included, funds for health commodities were not allocated based on evidence, 
which leads to inadequate funding or budget allocations, disbursed funds do 
not always match the allocated funds or budget, delays in disbursement slow 
commodity procurement and distribution and complex processes for budget- 
ing and financial reporting delay auditing.” 

A good annual budget is underpinned by at least a realistic annual plan. 
Where inadequate budgeting arrangements are the reality, it does raise a ques- 
tion about whether PFM/IC is an appropriate reform in such circumstances. 
Regular instability and shortfalls in funding indicate that the budget process is 
deficient and, in such circumstances, aiming to build a sophisticated system 
like PFM/IC is almost certainly inappropriate without basic budgetary reform. 
Introducing PFM/IC will not solve underlying budgetary problems (just as it 
will not solve underlying financial control problems caused by indiscipline or 
by fraudulent or corrupt activity. These problems must be addressed first.) 


10.2.2 The Sources of Benefit Derived from Better 
Quality Management 


The benefits that are potentially available from introducing PFM/IC arise 
from the following. 


(i) Linking financial inputs with outputs and the professionalisation of 
‘management. 

PFM/IC adds significantly to the responsibilities of management 
because it requires that management should have objectives and per- 
formance standards and objectives and be expected to deliver them 
efficiently and effectively. Given the size, complexity and the nature of 
the objectives of most public organisations, responsibility for opera- 
tional management activity ought to lie with a professional managerial 
civil or local government service. Professional management requires 
specialist skills and experience and advantage cannot be taken of the 
benefits of applying PFM/IC without the existence of such a manage- 
ment. As is pointed out elsewhere in this guide, civil service reform is 
an essential concomitant to PFM/IC reform. It would be most unlikely 
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(ii) 


that a single individual (a minister or mayor) or a small group (deputy 
ministers and deputy mayors), appointed for political reasons without 
the practical experience of public service operational management 
would have the skills needed to deliver complex public services, no 
matter how skilled they may be, and be able to generate the benefits 
that PFM/IC potentially makes available. In practice, without mana- 
gerial reform, many elements of PFM/IC, such as all those necessary to 
achieve efficiency and effectiveness, will go by default. Therefore, 
introducing this reform will, or ought to, lead to the development of a 
more professional operational management. Successful operational 
management depends upon the employment of persons with manage- 
rial skills and with considerable experience, or whose managerial skills 
can be developed. 

The quality of operational management determines the quality of 
policy application, the efficiency and effectiveness of the utilisation of 
public resources and the ability to engage with parliament and civil 
society in the scrutiny of public organisation activity. Without good 
quality operational management, the political level of management is 
exposed to added risk and criticism. It also cannot take advantage of 
the benefits that PFM/IC makes possible. 

The focus of the management interest has a greater emphasis upon outputs 
(what is being achieved) and performance, and not just with what is being 
spent (the inputs). 

The immediate impact of this change of emphasis is to improve the 
possibility that a government (central or local) will achieve its objec- 
tives. But it will only do so if those objectives are well defined and the 
focus on management attention is upon delivering those objectives, to 
time, within budget, efficiently and effectively. All of this requires a 
much higher quality of and well informed operational manage- 
ment. Management activity will take up more time than the relatively 
simple task of delivering services and only being concerned with con- 
trolling ‘inputs’. PFM/IC is designed to provide the tools to assist 
managers in this complex task. PFM/IC provides politicians with 
greater confidence, although not absolute confidence, because no gov- 
ernment controls all circumstances (witness the 2020 corona virus 
pandemic) that its objectives will be delivered and that they will be 
delivered efficiently and effectively. 

Therefore, applying PFM/IC in substance is essential if a govern- 
ment is serious about achieving its objectives and doing so efficiently 
and effectively. 
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(iii) A feature of PFM/IC is the need for better quality planning such as busi- 


ness planning, forward strategic planning and strategic financial planning 

Business planning (described in Chap. 9) should be undertaken by 
operational management and should involve the head of finance as 
well as the relevant managers. The benefit that business planning has is 
that operational managers are required to define how they will deliver 
a policy, examine the alternatives in a disciplined manner and then 
selecting the most appropriate arrangements, subject to any political 
approvals that may be required. The political level of management 
consequently has the benefit of a well-informed assessment of a policy. 
That in turn may result in a reassessment of political policy decisions. 
The benefit is the reduced possibilities of wasted resources and more 
effective delivery once the policy is determined. 

Another factor affecting the delivery of objectives is the focus on 
strategic planning. This means that much more emphasis is placed on 
assessing all the factors affecting the delivery of objectives including 
the current and longer run financial and operational implications. This 
reduces the possibility of ‘unforeseen’ events including financial pres- 
sures impacting upon the ability of an organisation to achieve its objec- 
tives. Top operational management should engage in strategic planning 
as part of the process of informing political management. Strategic 
planning requires a longer term assessment of what is needed to achieve 
an objective and of the constraints including financial, environmental, 
personnel, technical and other constraints that will impact upon the 
possibilities of achievement. This makes the likelihood of achieving the 
objectives more likely and reduces the risk of unforeseen events impact- 
ing adversely upon the level of achievement. Therefore, again there is 
less likelihood that resources will be wasted. 

Strategic financial planning requires a forward look at all the factors 
which could affect the finances of the organisation into the future. For 
a public organisation to run out of funds, sometimes almost ‘over- 
night” is both a reputational and an operational disaster as well as caus- 
ing an actual or potential significant waste of resources. A feature of 
effective financial management is that decisions are not made which 
impose unsustainable financial commitments on the organisation in 
the future. Effective management of commitments is essential to avoid 
overspending. A manager must consider the impact that policy and 
investment decisions will have upon future current budgets and 
whether the costs of current policies can be afforded or whether those 
policies need to be changed. 


10 Achieving the Benefits That Introducing PFM/IC Can Generate... 345 


Long-run financial resilience of an organisation should be a mana- 
gerial aim and strategic financial planning enables decisions to be made 
which are less likely to over commit the organisation financially into 
the future. This, therefore, reduces the risk of political and top opera- 
tional management having to make short-term, often inefficient cuts 
to service provision in order to meet a budgetary or other financial 
constraint. 

(iv) Managers are required to address the risks that may affect the delivery of 
the objectives. 

Delivering objectives carries elements of risk. This requires opera- 
tional management to identify and consider the impact of those factors 
(i.e., risks) which may make it difficult or impossible to deliver the 
objectives that have been set and to consider how to best manage those 
risks. Risk management also reduces the costs that may be incurred 
because of the occurrence of unforeseen events. This again reduces the 
possibility of waste of public resources and makes more likely the 
achievement of political objectives. 

(v) Managers can actually achieve greater levels of efficiency (see also item xi). 

An effective operational management should always be concerned 
to achieve improvements in efficiency. The operational manager should 
therefore know what drives costs, the costs of each operational activity, 
each cost centre and how costs would be affected by different pressures, 
such as more or less demand for a particular service or activity, that is, 
how performance affects costs. This emphasises the importance of 
linking performance information with costs. Cost analysis is also 
essential if appropriate decisions are to be made where the provision of 
services or activities involves charges levied upon the users of those 
services. Where charges are not based upon full cost recovery, this 
means that some users will be subsidised and the manager should 
know which users and the extent to which they are being subsidised. 
Cost analysis should not only consider the current year costs but also 
the forecast costs for forward years (the exact number of forward years 
depending upon the circumstances). Managers should also know the 
value and costs of the assets being employed to deliver those services 
and activities and whether they are being used in the best way or could 
be disposed of and used for other purposes. Determining efficiency is 
not a ‘one-off process and managers should have a constant regard for 
efficiency and that to secure and maintain it is a systematic process. 
Through the managerial accountability process top and senior political 
management has not only the opportunity to obtain the information 
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to enable it to set the efficiency targets that it wants operational man- 
agement to achieve, but also the knowledge of what is being achieved. 
To support the manager this means that the skills and role of the head 
of finance and the finance department will need to be enhanced includ- 
ing the development of management and cost accounting. All of this 
requires a much greater appreciation of financial awareness than that 
of simply ensuring that expenditure does not exceed budgetary 
limitations. 

PFM/IC requires that finance plays a much more central role in 
management than in traditional systems of public administration. 


(vi) Managers are expected to develop an assessment of effectiveness 


Effectiveness is derived from an understanding of what the user of a 
public service wants rather than assuming that the user wants what the 
supplying organisation continues to provide (the user could be another 
ministry or department or a third party such as a beneficiary recipient, 
a student, parents of schoolchildren, a patient, a central or local gov- 
ernment taxpayer, a supplier of services to the public sector or any 
other user of a public service). If a service is being provided that either 
is not required or is not being delivered in a way that is of value to the 
user or at a time the user requires, then resources are being wasted no 
matter how efficiently that service or activity is being provided. Because 
very often public services and activities are provided in a manner which 
is convenient to the provider, rather than the user, assessing effective- 
ness may well cause this to change. The user should be consulted. As 
national economies improve and society becomes better educated and 
wealthier, the demand to be consulted will grow. Consumers of public 
services are also likely to make comparisons with how private sector 
services are provided and expect the public sector to follow the same 
standards. Therefore, effectiveness should become a much more impor- 
tant feature of public service delivery. The only way to find out what 
the user requires is to ask them. Asking them can take many different 
forms but establishing effectiveness should become an important fea- 
ture of public service management. This is a key reason why parlia- 
mentary and civil society consultation is so important because it 
provides inter alia information about effectiveness. 

PFM/IC encourages the development of a focus on effectiveness 
and it also does this through requiring enhanced transparency and 
accountability, 
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(vii) Requires of managers greater discipline and quality in the operational 
management process both for top and senior management and for lower 
level managers. 

PFM/IC clarifies and extends the responsibilities of operational 
management by introducing more structure and discipline into the 
management process, including accountability. Managers should be 
held to account for achieving objectives, performance standards and 
performance objectives, not just for financial and budgetary control. 
"The responsibility of the political and the top operational management 
is to set those objectives and standards and to determine the policy 
framework within which they are to be achieved, along with the strat- 
egy for achievement. Their responsibility is then to ensure that opera- 
tional management delivers those objectives and performance standards 
to time, within budget and efficiently and effectively. 

A consequence of the PFM/IC reform will be that HR policies will 
need to be modernised with recognition being accorded to the role of 
civil and local government officials as managers and therefore being 
required to take risks. Managers will have to make judgements in tak- 
ing decisions. 

(viii) Facilitates better quality policy making and strategy development 

If effectively implemented, PFM/IC facilitates better quality policy 
making and the strategy for the implementation of policy. It does this 
through potentially making available to the policy maker a better qual- 
ity of financial and performance information and by introducing del- 
egation. Delegation allows for more time to be available to political 
management to develop policy along with the implementation strat- 
egy by removing most operational management responsibilities 
through delegation. Delegation has the further advantage that it facili- 
tates the development of the experience and quality of the civil or local 
government service and through that creates the potential for a better 
quality of policy implementation advice to the political management. 
Delegation has the benefit that it allows for a full political manage- 
ment focus on the issues that really matter politically, and for the civil 
(or local government) service to gain practical operational manage- 
ment experience. Critical to successful policy development and the 
strategy for its implementation is the need for effective coordination 
between policy makers and those experienced in delivery. The more 
experienced those responsible for delivery are, the more effectively they 
can support policy makers. 
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Facilitates improved operational management decision making. 

Improved operational management decision making is made possi- 
ble because with PFM/IC managers can be provided with both perfor- 
mance and financial information. This is not available with traditional 
administrative systems. The focus on financial awareness (see item xi 
below) makes possible an improved utilisation of public resources and 
through that more effective and consistent service provision. By dele- 
gating operational management decisions, apart from those with a sig- 
nificant political relevance or where there is considerable uncertainty, 
decisions will be made nearer to the problem, that is, decisions can be 
made by persons more expert and experienced in the delivery of the 
service concerned. Delegation means that, on the whole, extraneous 
and irrelevant factors (including political advantage) as far as possible 
do not enter into the routine operational decision making process. 
Consequently, the concerns of political management can be focussed 
only on those operational matters that may be of a particular inter- 
est for them. 

Potentially reduces the risk of the development of a silo’ mentality within a 
public organisation and hence enhances the opportunities for managers to 
make more effective use of available resources. 

Features of PFM/IC are a strong operational managerial leadership 
and improved communications within the organisation. This facili- 
tates coordination of activity and more effective utilisation of resources. 
This applies whether services or activities are delivered by the first-level 
organisation itself or by second-level organisations controlled by the 
first-level organisation. A ‘silo’ mentality means that resources may not 
be effectively used and activities duplicated or different standards and 
objectives applied by different parts of the organisation. Through the 
development of information and communications senior management 
can rationalise service delivery and activities. 

Operational managers are made more financially aware and this in turn 
encourages better quality budget making, more effective use of resources 
and performance delivery. 

This is because through the operational manager’s involvement in 
the budget making process which ought to occur with the introduc- 
tion of PFM/IC and the provision of cost and performance information: 


e Budgets can be more effectively linked to strategy, objectives, per- 
formance standards and performance objectives. 

e Performance indicators can be included within the budgetary docu- 
mentation which enhances accountability. 
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e ‘The relevant operational manager will be responsible for delivering 
the objectives to standard and within budget. The operational man- 
ager should therefore agree the adequacy of the budgetary provi- 
sion. (Those objectives and standards should be agreed between the 
political and operational managers as being capable of delivery 
within the specified budget.) 

e ‘The relevant operational manager will know how all the elements of 
the budget are constructed (i.e., including personnel, supplies and 
services, transport, accommodation costs and overhead costs). 
Therefore, that manager should be able to make judgements about 
the appropriateness of the allocation of resources over these differ- 
ent elements if the objectives are to be achieved. 

e The focus upon efficiency and effectiveness with PFM/IC encour- 
ages operational management to systematically aim to improve use 
of resources. The operational manager should have available the 
financial and performance information to enable judgements about 
efficiency and effectiveness to be made. 

e The operational manager can be held specifically accountable for 
delivery of the agreed outputs efficiently and effectively. This is 
because of the operational manager’s commitment to the level of 
resources being made available, compared to the objectives and per- 
formance standards expected to be delivered with agreed improve- 
ments in efficiency and effectiveness. 


Better quality of control can be exercised by political management and by 
top and senior operational management. 

Making every decision, no matter how trivial, does not put political 
management in effective control of an organisation, although some 
believe that it does. Establishing an effective management structure 
with operational managers appointed with delegated powers and 
accountable for how they have used those powers in the delivery of 
objectives and performance standards will give to political manage- 
ment a much clearer understanding of what is happening in the organ- 
isation. Political management also retains the power to ‘call-in 
decisions if they feel that appropriate or can set specific conditions 
affecting the exercise of delegated powers. Through these types of 
arrangements introducing PFM/IC provides a greater opportunity for 
political management to be in control of an organisation without feel- 
ing the need to try to make every decision. 
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Managers exist at all levels in an organisation and ought to work 
within a policy framework defined by the political and top operational 
management or by their immediate superior manager. The organisa- 
tional structures that should be introduced with PFM/IC mean that 
higher levels of management will also decide on what the lower levels 
of operational management are to achieve. They will also determine 
the powers and resources individual managers will have available to 
them. These conditions mean that managers at all levels can be held 
accountable. 

By adopting the PFM/IC reform the political management are more 
able to secure control through the managerial accountability processes 
that will be established. 

Creates the opportunity to identify much more systematically fiscal risk. 

Fiscal risks ought to be identified and assessed, and if they are not, a 
consequence could well be of an entirely unforeseen impact upon the 
finances of an organisation. Fiscal risks can arise from a variety of cir- 
cumstances. They may be treated as part of operational risks but very 
often they are not. They can arise from arrangements designed to defer 
immediate costs into the future, from long-term contracts, such as for 
specific commodities (e.g., oil, or minerals), from certain types of con- 
tracts, such as public/private partnerships, from the issue of guaran- 
tees, from assumptions made in entering into agreements with third 
parties or from changes in economic conditions. They can also arise 
from arrangements made with aid agencies and other third party 
organisations, not least because the policy considerations of those third 
parties can change without any regard for the impact upon particular 
local circumstances. Specific and potential fiscal risks ought to be dis- 
closed along with estimates of their magnitude and, where practicable, 
their likelihood. A particular responsibility of the head of finance 
within a ministry or local government should be to ensure that top and 
senior political management is aware of such risks and that before such 
risks are accepted that appropriate consultation occurs with the minis- 
try of finance. Performance agreements with second-level organisa- 
tions should include a specific requirement that a second-level 
organisation should not enter into arrangements that may lead to fiscal 
risks arising without the specific approval of the first-level organisa- 
tion. Political management is particularly vulnerable where fiscal risks 
emerge which ought to have been foreseen and PFM/IC should help 
to protect them from such a possibility. 
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(xiv) Improves the quality of budgetary and financial control by operational 
management. 

Budgetary and financial control is improved because the operational 
manager responsible for a budget has to take direct responsibility for 
managing the budget on a day-to-day basis and for the way in which 
resources are used. At the same time the operational manager should 
deliver the objectives and the prescribed performance. The primary 
responsibility for financial and budgetary control is not that of the 
finance officer but the operational manager. However, the head of 
finance should be advising the operational manager about spending 
and income (where appropriate) on a regular basis and should ensure 
that appropriate managerial action is taken should variations from the 
budget appear likely. Nor can the responsibility for budgetary and 
financial control be “delegated upwards’ to a political level or left to an 
external controller such as the ministry of finance. PFM/IC involves a 
stronger financial discipline by ensuring that no commitments are 
entered into that will lead to a potential overspend at year end or gen- 
erate unpaid liabilities that are not reflected in the budgetary alloca- 
tion. It should also require systematic re-forecasting of income and 
expenditure during the year measured against operational performance 
in achieving objectives. The benefit of these arrangements is that there 
is a greater likelihood that resources will be well used compared with 
the traditional arrangements partly because an operational manager 
has a specific responsibility and therefore can be challenged about 
those decisions and partly because the whole process results in the 
manager becoming more financially aware. 

(xv) Improves the quality of governance within public organisations. 

Because of the consequential separation of responsibilities for policy 
and strategy setting from operational management, if properly applied 
no single person should have full responsibility for all aspects of all 
decisions. This reduces the risk of mistake, because it makes challenge 
possible, and allows for different views to be considered. ‘The risk of 
corruption is also reduced. The opportunity for ‘challenge’, as has been 
pointed out elsewhere, can be a valuable tool to test the quality of deci- 
sion making. In some countries the idea of ‘challenge’ is not acceptable 
and this can be a legacy of the historical development of a country, 
including its colonial history. No one individual has perfect knowl- 
edge, particularly where complex issues arise. For their own sake top 
and senior management should not be ‘sheltered’ from what may be 
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uncomfortable realities. For financial management and internal con- 
trol to be effectively applied, scope for ‘challenge’ should be accepted. 


(xvi) Improves accountability externally 


With the development of PFM/IC and the availability of additional 
information about performance, the opportunity for parliamentary 
scrutiny of managerial performance is enhanced. Scrutiny of manage- 
rial performance by the state external auditor is also enhanced. The 
state auditor usually has a responsibility to undertake performance 
audits and to report to parliament. The additional managerial and per- 
formance information developed as part of the PFM/IC process will 
facilitate this. (Added parliamentary scrutiny is not always welcomed 
by a government but is a very important benefit from the point of view 
of transparency and accountability in a democratic environment. To 
be effective though, parliament may need additional technical assis- 
tance to enable parliamentary members to analyse information and to 
focus enquiry. Members of the parliament may also need to have avail- 
able to them training support.) Not only is this an important element 
in the development of ‘challenge’ but it also provides an opportunity 
to inform civic society. External ‘challenge’ is a necessary element in 
the development of democratic processes and will serve to stimulate an 
improved quality of management. 

Accountability should also indicate to interested parties, who may 
be external to the organisation, how all aspects of internal control have 
been applied including, where objectives and performance standards 
have not been met, what has gone wrong and the changes manage- 
ment has made in response. Political management needs to know this 
in order to avoid or lessen potential public criticism. External account- 
ability is also improved with the publication of information about the 
quality and effectiveness of the internal financial control arrangements 
(see Chap. 13). 

Externally, the civil or local government service is usually completely 
anonymous to the service user and yet with the delegation of opera- 
tional management that anonymity should not necessarily remain, 
although much depends upon individual country traditions. In the 
normal course of business, the service user should know with whom 
they are dealing and should be able to directly communicate with them 
and not just via the political head of the organisation. Public account- 
ability should be a feature of delegation. 

The accountability arrangements should also put the political head 
of the organisation in a better position to exercise pressure to improve 
the quality of operational management. These internal accountability 
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arrangements also provide the political level of management with an 
‘early warning’ system if something is going wrong or external events 
are occurring which are likely to affect performance. In summary, 
improved accountability, which PFM/IC requires, encourages the 
systematic improvement of the operational quality of public organisa- 
tions, provided the signals generated by the internal and external 
accountability arrangements lead to appropriate managerial action 
being taken at whatever is the relevant level. 

Effective mechanisms can be introduced where second-level agency and 
similar public organisations are established to ensure that the interests of 
the first-level or controlling public organisation are properly protected. 

Second-level organisations should be properly supervised by the 
controlling organisation and should not be allowed to pursue their 
own objectives. They should also be set specific terms of reference and 
objectives by the controlling ministry or local government and these 
should be set out in a formal agreement such as a service level or per- 
formance agreement (see Chap. 12). These may change from budget 
year to budget year depending upon the objectives and budget of the 
controlling ministry or local government. PFM/IC requires that bet- 
ter supervision of second-level organisations occurs and that mecha- 
nisms are put in place to ensure that this happens. This ‘better 
supervision’ will mean that the objectives and activities of second- 
level organisations will be more effectively coordinated with those of 
the controlling first-level organisation. It will also require the second- 
level organisation to apply standards, including internal control stan- 
dards set by the first-level organisation and at the same time establish 
effective accountability arrangements between the second- and first- 
level organisations. To achieve this though, the controlling ministry 
or local government must develop a policy capacity to oversee and 
test the objectives and performance of second-level bodies. With 
PFM/IC controls should exist to prevent second level bodies being 
used as a mechanism to avoid budgetary and other controls. 

Effective mechanisms exist to supervise those state-owned enterprises for 
which a ministry (or the equivalent in local government) has an owner- 
ship or supervisory responsibility. 

State-owned enterprises have a degree of independence not avail- 
able to other public organisations. However, very often the perfor- 
mance of such enterprises is poor. They can be used to avoid fiscal 
controls and are a potential source of corrupt activity. Governance 
arrangements can be particularly weak. They also may accept fiscal 
risks which if they mature could have significant adverse effects on 
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the owning or supervising ministry or local government. Where they 
operate in a contestable market place unless they are charged for the 
cost of capital and an allowance is made for risk in the financial 
returns they are expected to make, they can undermine the develop- 
ment of private market participants. The introduction of PFM/IC 
creates the opportunity for the ministry of finance and owning or 
supervising ministries (and local governments) to establish greater 
discipline over such enterprises and therefore limit losses and costs 
arising from inadequate performance. The performance and gover- 
nance arrangements of state-owned enterprises (and local government 
equivalents) should be systematically reviewed by the owning minis- 
try or local government (see Chap. 12). 


10.3 Summary on Benefits 


‘These benefits will only accrue with the recognition that PFM/IC is a compre- 
hensive managerial reform. If governments are not prepared to undertake the 
managerial reforms that are required as part of the PFM/IC application pro- 
gramme, these benefits will not be achieved. 

None of the available literature, so far as this author has been able to estab- 
lish, refers to this catalogue of potential benefits or to the significance of the 
linkage with managerial reform. This lack of any reference to the benefits 
which flow from adopting the PFM/IC reform has the consequence that it 
serves to emphasise the impression that the reform is a financial reform of 
interest only to a ministry of finance and to finance staffs in ministries, rather 
than being primarily a management reform affecting the interests of govern- 
ment as a whole and promoting the opportunities to enhance transparency 
and accountability, not least to parliament and civil society. 

A ministry of finance responsible for applying this reform should aim to 
ensure that these areas of potential benefit are identified in any policy paper 
and that an objective of the reform should be to ensure that the potential 
benefits are achieved. They will not be achieved immediately but over time 
and they require managerial reform. In the periodic reports by public organ- 
isations on the application of PFM/IC, the ministry of finance should assess 
the extent so far, to which the benefits have been achieved and highlight the 
difficulties where achievement is proving problematic. Equally the state exter- 
nal auditor in reviewing the performance of public organisations should 
include an assessment of effectiveness of the PFM/IC arrangements. 

This schedule of benefits applies both to the management of public expen- 
diture and to the management of public income and particularly taxable 
income. Most of the benefits described above apply equally to the 
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development and management of tax policy and the arrangements for the col- 
lection of taxable income. In particular, the linkage of tax and expenditure 
policies is very important to avoid conflicting signals developing in the 
economy. 


10.4 The Main Areas of Cost 


Applying PFM/IC is not cost free and the analysis contained in this guide 
demonstrates the extent to which reform may be required, depending upon 
country circumstances. This affects costs. The costs fall into 12 main catego- 
ries and these are set out below. The calculation of these costs should reflect 
the period over which they would be expected to be incurred. In addition to 
these costs will be the costs of familiarising parliamentarians with the new 
processes and the utilisation of the information that will become available. 


(i) The costs arising from the establishment of a specific driver’ department to 
assist in the application of PFM/IC. 

There will be considerable additional responsibilities falling upon the 
state secretary in the ministry of finance to develop the policies and to 
secure their application. Because of this, the state secretary will require 
extensive support from a specialist department and an important area of 
cost would be that of this department. As explained in Chap. 9, the staff- 
ing of this department should reflect the comprehensiveness of the PFM/ 
IC reform. (This would be in addition to the staffing required for the 
development of internal audit which would probably also be a responsi- 
bility of the same department.) Associated with the department staffing 
costs will be a range of other costs arising from the equipping and run- 
ning of any ministry of finance department, that is, office costs, transport 
costs and staff training costs. Such costs could also include the costs of 
visiting other countries which have either developed a PFM/IC policy 
and then applied it, including considering how they have responded to 
the managerial consequences of the reform. 

(ii) The costs arising from the impact upon civil service and public administra- 
tion reform coordination arrangements. 

Additional costs will be incurred falling upon the organisation respon- 
sible for civil service or public administration reform because of the very 
strong interdependence between the PFM/IC reform and civil service/ 
public administration reform. These costs though should not be signifi- 
cant but may require that an additional official is appointed to act in a 
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continuing liaison capacity. The extent of this cost will depend upon the 
stage in the development of civil service/public administration reform 
that has been reached. 

The costs of creating appropriate managerial structures. 

To reorganise the administrative arrangements within public organisa- 
tions to create appropriate managerial structures will also add to costs 
and will take time (i.e., measured in years). This may mean introducing 
new levels of official civil service/local government management, espe- 
cially where the delegation of operational management responsibility is a 
new development. In some countries it may even require the develop- 
ment of a professional civil and local government service (see training 
below) and not least the appointment of an official head (a state secretary 
or equivalent) in each public organisation, where such officials do not 
presently exist. This is a critical appointment given this official’s key role 
in the application of PFM/IC. It may also mean introducing new levels 
of management where the existing ‘span of control”“ would be too great 
for effective management. This could be a substantial cost with the scale 
of those costs depending upon the present organisational arrangements. 
Because PFM/IC imposes additional responsibilities upon the manager, 
this is likely to require the appointment of additional staff to support 
state secretaries and other managers. Examples would include those 
responsible for the supervision of second-level organisations, for devel- 
oping and undertaking risk management analyses, for those who will 
need to collect and interpret performance information. 

The cost of providing management training for senior operational 
management. 

Training costs are likely to be significant and cover both this item and 
item (v). Specific management training for the top and senior opera- 
tional managers in public organisations (i.e., such as a state secretary or 
chief local government official and their immediate deputies) will be 
required. A related area to managerial training will be to ensure that these 
managers have an appreciation of the implications and requirements of 
PFM/IC and are familiar with their additional responsibilities as the top 
operational managers and know how to take advantage of the additional 
information that should become available from its application. 

Training in the development of managerial skills will be a critical 
activity. Where previously civil servants have not had managerial respon- 
sibilities, such training probably will require the support of a specialist 
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organisation such as a university or perhaps the development of a govern- 
mental training institution. This training should include leadership skills 
and the raising of political awareness. Another important element of this 
training would be to develop the financial awareness of the top opera- 
tional management including a focus upon the management of the 
finances of the organisation, short and long term. Some technical train- 
ing may also be required including in the specific features of PFM/IC 
such as risk management, although what is central to this reform is man- 
agement training. 

‘These training costs may need to include financial support to a local 
academic organisation to provide appropriate courses where an ‘in-house’ 
training programme cannot be provided. The cost of ‘in-house’ training 
is not cost free but its cost will depend upon the extent to which in-house 
training resources already exist. 

The costs incurred in this area of training and the types of training to 
be provided may need to be agreed with the ministry/department respon- 
sible for civil service/public administration reform. 

Given the scale of the reform, training is likely to be an ongoing pro- 
cess over several years. 

The cost of training for lower level operational managers. 

Training for operational management at lower levels in public organ- 
isations will be required. This training should cover a wide range of man- 
agerial topics such as developing leadership skills (see previous point), 
decision making, delegation, management of staff and time manage- 
ment. For certain officials it would include technical training in the key 
elements of PFM/IC and not least in an appreciation of the financial 
aspects of PFM/IC, including what to seek for and how to interpret 
financial information. This training should also include raising financial 
awareness and creating an understanding of the manager’s responsibility 
for managing the financial resources that are available, not least to 
improve efficiency and effectiveness in the delivery of services and 
activities. 

As with the previous item these costs may include financial support to 
a local academic organisation to provide appropriate courses. The types 
of training to be provided may need to be agreed with the ministry/ 
department responsible for civil service/public administration reform. 
The cost of developing a future civil service with a capability to manage in a 
changing environment 

Training is not a ‘one-off activity for a particular group of officials at 
a particular point in time. Public organisations should be concerned 


358 


N. Hepworth 


about the systematic development of staff at all levels in the organisation 
over time because the operational environment is constantly changing, 
not least because of technological and economic change. The objective 
should be the establishment of a civil and local government service which 
has the capacity to respond to such changes. The OECD in its publica- 
tion on Skills for a High Performing Civil Service” referred to the three 
main drivers of change: 


1. The complexity of policy challenges 
2. Digital transformation and future of work 
3. The changing demographics/plurality of modern societies and the civil 


service workforce. 


The publication indicated that this requires the development of a civil 


service: 


e which is professional, independent of political control and driven by a 
common set of values that emphasises an ethical orientation to the 
public good; 

e has a strategic dimension which can use its professional skills to create 
impact and improve public value for their citizens and clients; 

e which is innovative.” 


Again, to develop such a civil service and local government vvorkforce may 
involve coordination vvith an appropriate academic organisation and allovv- 
ance ought to be made for the cost of the long-run provision of such courses 
that will facilitate the development of such a service. These are the character- 
istics that will be required as PFM/IC becomes embedded in the management 
processes. The costs incurred in this area of training and the types of training 
to be provided may need to be agreed with the ministry/department respon- 
sible for civil service/public administration reform. 


(vil) The cost of familiarising all other staff with the changed operational 


environment 

Training should not focus simply upon the staff most directly affected 
by the reform but should also include the familiarisation of staff with 
the new managerial operational environment for the public sector. 


? Skills for a High Performing Civil Service (oecd-ilibrary.org) 2017: pp. 114-116. 
€ This is the authors summary of the OECD text. 


10 Achieving the Benefits That Introducing PFM/IC Can Generate... 359 


(viii) 


Achieving staff commitment throughout the organisation is essential to 
creating an effective operational organisation. This will be necessary to 
support the managerial changes that PFM/IC will engender. It will also 
be necessary to engage staff in the whole reform exercise and to avoid 
the development of ‘staff cynicism’ about the reform. An example is that 
in many public organisations what appears to be paramount are the 
interests of the organisation rather than those it is supposed to be serv- 
ing. There is in effect no ‘customer orientation of staff. Yet both effi- 
ciency and effectiveness require that orientation and that is emphasised 
in the OECD report referred to above. 

The cost of introducing performance information systems and developing a 
data analytical capacity 

To enable managers to focus upon outputs they require performance 
information systems. Building such systems and collecting the data to 
feed into those systems will be expensive both in terms of the systems 
themselves and the personnel required to collect and manage the infor- 
mation. This will also require developing a data analytical capability 
that will allow budgets and financial information to be analysed in a 
format that facilitates efficient and effective management. This will add 
to costs. This capability should be designed to allow budgets and finan- 
cial information to be linked to individual managerial objectives and 
performance standards. At the same time the arrangements must facili- 
tate the financial and budgetary controls. Those controls should also 
provide the information that the ministry of finance requires for its own 
budgetary control, financial reporting and statistical purposes. This may 
involve the commissioning of specific consultancy support to advise on 
appropriate data analysis systems and the purchase of additional IT 
hardware and software, including the ongoing costs of providing tech- 
nical support. A factor that should be considered in designing perfor- 
mance information systems is that it will also be essential to ensure that 
individual managers are not able to manipulate that performance infor- 
mation and those systems. This means considering security issues. 
Developing such systems and ensuring that they are robust and not 
capable of manipulation is likely to be an expensive exercise involving 
new information recording systems, staffing and supervision 
arrangements. 

Accounting arrangements should allow for the allocation of costs 
(and any income) over inter alia individual cost centres, with the range 
of cost centres being determined, as explained in previous chapters by 
individual managers not by the ministry of finance, and over those fac- 
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tors that a manager deems appropriate for his/her purposes which may 
include cost drivers. (The forecast of costs should also include those for 
the retraining of internal audit staff to ensure that they are familiar with 
the managerial context in which they will be expected to operate.) 

The cost of the research and analysis necessary to identify objectives and per- 
formance measures/indicators. 

To facilitate effective management, it will be necessary to identify 
and develop clear, definable and measurable objectives and the associ- 
ated performance measure/indicators and performance information 
systems, including the linking of those, as far as possible, to budgetary 
systems. This may require the employment of consultants and academic 
researchers. 

The cost of developing the finance function. 

This will include both training costs and systems costs. Costs will also 
include raising the status of the head of the finance department. Training 
will be required to enable the finance department to undertake those 
financial analytical responsibilities that managers will require. The role 
of the head of finance as an adviser to operational management will also 
need to be developed. A state secretary will also require skilled financial 
managers who can advise on the development of policy and the strategy 
for its application as well as supporting the development of strategic 
financial planning including the provision of advice on the long-run 
financial resilience of the organisation. An important technical compo- 
nent of the training for a finance function within an organisation will 
be the development of management and cost accounting. If these skills 
do not presently exist, then they will need to be acquired and that can 
be either through recruiting additional staff or training. 

The costs or training the budgetary and finance staff of the ministry 
of finance. 

Ensuring that the capabilities of the ministry of finance, especially of 
the staff concerned with budgetary management and financial account- 
ing, are fully appraised of the revised arrangements and have the capac- 
ity to work with the management structures in public organisations. 
The work of such staff is likely to be considerably developed by the 
increased emphasis upon performance with the application of perfor- 
mance measures and objectives including the linkages to budgets. 
Failure to do this is likely to create conflict between the perceived needs 
of the ministry of finance and those of ministry operational managers. 
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(xii) The costs of employing consultants for specific activities. 

Employing the consultancy advice that may be necessary to properly 
apply all the changes that will be required can be expensive. Developing 
the management of some public organisations in order to improve eff- 
ciency and effectiveness may require the employment of specific special- 
ist consultancy advisors, especially where complex reforms are required. 
Envisaging what such advice may be required is difficult, but in assess- 
ing the overall costs of the reform this is a potential cost which should 
not be ignored. For example, assessing effectiveness is not necessarily a 
simple exercise and may require specialist research and advice. Therefore, 
those responsible for the application of this reform policy should con- 
sult with public organisations about what their consultancy require- 
ments could be and when they might arise. A problem with employing 
external consultancy advice is that such advice needs to be directly rel- 
evant, familiar with the public sector operational environment and con- 
sistent. Such conditions may add to costs. 


The total of these costs depends entirely upon the base position, that is, the 
present administrative structures, budgetary and accounting arrangements. 
For example, if all decision making responsibility presently lies with politi- 
cally appointed managers and there are no effective civil service or local gov- 
ernment managerial structures within government organisations, then the 
extent of the reform required will be substantial and so will be the costs. 
Again, if the budget and accounting systems are designed to meet only the 
interests of the ministry of finance, as, for example, most IFMIS systems are, 
or those of the finance department of a ministry or local government, the 
costs also will be quite high. If though, for example, an elaborate coding struc- 
ture already exists so that budgets and accounting information can be anal- 
ysed over alternative headings to those required for budgetary control and 
statistical reporting purposes and that costing is a current feature of the finan- 
cial management arrangements, then costs will be much less. Similarly, where 
management structures already exist based upon civil service or local govern- 
ment managerial arrangements and those managers have significant service or 
activity delivery responsibilities, the costs of the reform will be less. Another 
example would be that in some countries programme budgeting has been 
developed. In theory this should lead to lower costs of application, but only if 
the programme budgeting arrangements are themselves accompanied by 
managerial reform (which in practice does not always occur). Managerial 
reform would mean that a manager has specific operational responsibility for 
the delivery of a programme and that each programme is accompanied by 
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clear and measurable objectives and performance information. The budgeting 
and accounting arrangements should fully reflect the costs of implementing 
that programme. 

Unfortunately, the reality is that the only costs that are usually identified 
with the application of PFM/IC are those directly associated with the addi- 
tional costs falling upon the ministry of finance for staff employed in the 
PFM/IC ‘driver department’. The other costs which may also be identified are 
training costs, but only of finance staffs and of administrative/managerial 
staffs in undertaking the additional bureaucratic activities, such as risk man- 
agement arrangements associated with the introduction of the managerial dis- 
ciplines identified by COSO. None of this covers the need for managerial 
training or recognises the different needs for different levels of management 
or the changes that are likely to be required to the approach of staff generally. 
Such costs are usually ignored including the additional costs falling on the 
organisation responsible for civil service reform as well as all costs associated 
with developing more elaborate managerial structures, coding, budgeting, 
accounting and costing systems. 

A further factor associated with the costs of applying PFM/IC is the time- 
frame over which costs are likely to be incurred. That timeframe should be 
realistic and it should reflect an assessment of what requires to be changed 
including how far and how quickly a government is willing to accept change, 
especially through the delegation of responsibility to civil service (or to local 
government service) managers. Another factor affecting costs is the decision 
about whether the application of the reform is to be through a single reform 
programme for the whole public sector or is it to be applied through pilot 
arrangements and in stages. Or alternatively, are the different types of public 
sector organisation to be reformed in sequence (e.g., central government, then 
local government, then second-level organisations such as public agencies or 
some other sequence)? Exactly what that sequencing should be will depend 
entirely upon local circumstances and hence local decisions. However, it 
should be borne in mind that some elements of the PFM/IC reform may be 
very difficult to implement in stages, such as personnel reforms. 

This lack of cost identification with little or no regard to the timeframe over 
which the costs are likely to be incurred usually happens because of a lack of 
a substantive appreciation of what PFM/IC involves. Identifying the costs and 
the timeframe represents an important form of analysis that ought to be 
undertaken because it has the benefit, not just that it identifies the costs, but 
that it also recognises the scale of the reform required and therefore makes 
clearer the extent of the political decisions that will be needed. 
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This broader identification of costs will encourage governments to consider 
other factors such as: 


e How the costs are to be funded, for example, from a country’s own budget 
or from aid funds or both. Ideally, given the nature of this reform and tim- 
escales involved, it ought to be funded directly from a country’s own 
resources with foreign aid only being involved for specific and definable 
elements of the reform. In reality, it would be most unlikely that a single 
donor would be willing to provide the finance over the whole period of the 
development of the reform. 

e The sequencing of the reforms, because it is important that reforms do not 
occur out of sequence’ because this will only add to costs and waste 
resources. 

e ‘The timing of the whole reform process and how it should be undertaken. 


What should be recognised though is that many of these costs arise from 
the need to professionalise the civil and local government service. Introducing 
PFM/IC is the stimulus for that but such costs should be accepted as neces- 
sary in any event if a country is to manage its resources efficiently and effec- 
tively and to meet the needs of its citizens and the users of public services. 


10.5 Summary on Costs 


The costs of applying this reform can be substantial. A key responsibility of 
political leaders (and a minister of finance in particular) is to ensure that the 
full costs are fully identified, even if precise numbers cannot always be dem- 
onstrated. The timeframe over which they are expected to be incurred should 
also be shown. Decisions can then be made about how those costs are to be 
financed. 

The costs that are to be incurred mainly arise from establishing the manage- 
rial structures that are required to deliver services efficiently and effectively, 
the professionalisation of civil and local government service management and 
the consequent costs of managerial training and development. In addition, 
costs will also arise from generating the financial and performance 


7 If reforms occur out of sequence, for example, risk management being introduced before clear and defin- 
able objectives have been set, the exercise will not be successful and resources will have been wasted. 
Similarly, if a requirement is imposed on managers that they must operate efficiently, then this too will 
fail unless the budgeting, accounting and performance reporting systems have been established and staff 
trained in how to use them and to undertake financial analysis. 


364 N. Hepworth 


information that managers require if they are to manage efficiently and effec- 
tively the resources that are made available to them through the budgetary 
process. These could be significant areas of cost. 

Overall, the costs are wide ranging reflecting the impact that this reform 
will have upon the arrangements for the management of the delivery of public 
services including a refocusing of the civil and local government service to 
have regard to public service user needs and interests rather than simply those 
of the organisation itself. They are not simply administrative type costs and 
they involve the acquisition of information and the utilisation of that infor- 
mation by managers to deliver more efficient and effective public services. 

Although these costs can be wholly attributed to the implementation of the 
PFM/IC reform, in practice many of these costs are essential to the creation 
of an effectively functioning civil (or local government) service. 
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International Standards of Internal Control 
Relevant to the Application of PFM/IC 


Countries aiming to introduce PFM/IC, as well as other public financial 
management reforms, are usually encouraged to adopt internationally recog- 
nised standards as best practice. However little or no thought is often given to 
the context in which such standards are to be applied. These international 
standards, and especially those relating to PFM/IC, reflect several assump- 
tions about the organisations which are to adopt them. For PFM/IC those 
assumptions are about the application of the standards to a managerial-based 
organisation. Where the current context is that of traditional administrative- 
based government organisations, these standards cannot be applied without 
managerial reform. And this reform ought to come first. (The experience of 
this author is that those assumptions are not generally recognised by those 
seeking to apply them in developing and transition economies nor recognised 
by those advising them.) 

Therefore, as has been pointed out earlier in this guide, trying to apply such 
standards may not be appropriate for a particular country at the time the 
PFM/IC reform is proposed to be implemented. In adopting a managerial 
approach various factors need to be considered. These include local cultural 
traditions, the relationships between political and appointed officials, the 
organisation and quality of the civil service, the existing management arrange- 
ments (or lack of them), the authority that individual managers have with the 
current arrangements over operational activity, the experience and training of 
managers to enable them to apply the standards in a managerial context, the 
quality of the existing budgetary arrangements and the strength of the existing 
financial control arrangements. In Chap. 3 a distinction was drawn between 
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PFA/IC and PFM/IC and this distinction illustrates when adopting interna- 
tional standards may not be appropriate. 

This chapter accepts that it would be appropriate to adopt PFM/IC inter- 
national standards, that is, the standards published by the Committee of 
Sponsoring Organizations of the Treadway Commission’ (‘COSO’).!' There 
are five standards and these cover the control environment, risk management, 
control activities, information and communication and monitoring, although 
updating has resulted in some modifications to them. 

"These five standards of internal control exist to secure the achievement of 
the objectives of the organisation and to do so within the legal constraints and 
regulatory requirements, efficiently and effectively and with proper regard for 
accountability. They therefore have a clear purpose and are not simply bureau- 
cratic requirements associated with the development of internal control. They 
are integral to management. They are not ‘stand-alone’. This is an apprecia- 
tion that those responsible for the application of PFM/IC should achieve. The 
five standards are about managers having the authority and the information 
they require to make those judgements necessary to enable them to achieve 
their objectives. This would include meeting any regulatory requirements, 
including legal, financial and budgetary limitations, in the most efficient and 
effective manner. They provide an important improved procedural approach 
to the management of public organisations. However, most countries imple- 
menting PFM/IC have treated these standards simply as bureaucratic ‘stand- 
alone’ requirements, rather than being integral to the managerial process. 
They have therefore focussed their implementation upon the bureaucracy of 
the procedures to be adopted, rather than upon the effectiveness of manage- 
ment, that is, the manager as decision maker. (In most developing and transi- 
tion economy countries a ‘nominal’ responsibility has been placed upon the 
political head of the organisation, the minister or mayor, to ensure that these 
standards are implemented. This cannot be a ‘substantive’ responsibility with- 
out other changes being made. The necessary changes have been described 
earlier in this guide. Given the wide range of responsibilities that fall in prac- 
tice upon a minister or mayor, an expectation that they will exercise anything 
other than a ‘nominal’ responsibility is misplaced. In other words, countries 
have not taken account the managerial context in which COSO is meant to 
apply and therefore the assumptions that lie behind the COSO initiative.) 

Each of the five standards of COSO as they were originally specified is 
discussed in this chapter. They may be more appropriately described as ‘mana- 
gerial disciplines’. (Other examples of these standards exist such as the ISO 
31000 standard which applies to risk management but again the responsibil- 
ity is focussed upon the management.) 


"https://www.coso.org. 
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The COSO standards are normally treated as applying only to public 
organisations concerned with public expenditure, but they should apply 
equally (albeit with some adaptation) to those organisations concerned with 
the generation of income. 

They are about ‘good quality’ management! 


11.1 The Implicit Assumptions Contained Within 
the International Standards of Best 
Practice (COSO) 


COSO is about how large international private companies should be man- 
aged and describes five standards of internal control that should be applied. 

Internal control has been defined by COSO “as a process, effected by an 
entitys board of directors, management, and other personnel, designed to 
provide ‘reasonable assurance’ regarding the achievement of objectives in the 
following categories: 


e Effectiveness and efficiency of operations 
e Reliability of financial reporting 
e Compliance with applicable laws and regulations.” 


"These standards, of which there are five, that is, the control environment, risk 
management, control activities, information and communication and moni- 
toring, reflect the requirements of the private sector. The standards are peri- 
odically updated with the latest comprehensive update being in 2017.’ In 
addition, COSO also published guidance on specific features of enterprise 
risk management such as on cloud computing and artificial intelligence. 

The public sector provides services which are not subject to a market test and 
it also has the responsibility to levy and collect compulsory taxes. Citizens of a 
country cannot escape from this compulsory levy except by legislative permis- 
sion: there is no option available, as there would be in the private sector by not 
utilising a public service. Effective management of public expenditure and taxa- 
tion policies is essential. These standards, which have been described previously 
as ‘managerial disciplines’ should be adapted to apply to organisations responsi- 
ble for the development and management of both expenditure and tax policies. 

In the public sector a critical feature of public financial management is the 
existence of the budget and that budget will have legislative approval. 
Governments and local governments are also required to ensure that public 


* https://www.coso.org/Pages/erm.aspx. 
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services are delivered consistently and evenly to those members of society that 
they are expected to serve. Reliability and sustainability ought also to be charac- 
teristics in the management of the delivery of public services, and governments 
generally (subject to political policy change) should be assumed to have a con- 
tinuing existence. They are not subject to the vagaries of the marketplace. 

In applying these standards to public organisations, a ministry of finance, 
the state secretary for that ministry and the head of the department respon- 
sible for the application of PFM/IC (the “driver” department) should recog- 
nise that they contain implicit assumptions about the organisations to which 
they are being applied. Therefore, a simple ‘read across’ from the private to the 
public sector can be misleading. Unless public organisations recognise the 
significance of these assumptions, applying these standards will not achieve 
the objective of introducing effective internal control. 

“Learning another language is not only about learning different words for 
the same things but learning another way to think about things” (Anon). This 
applies to these standards. The assumptions contained in the COSO model 
are about the management and objectives of organisations. The standards will 
only help top and senior management if those assumptions are replicated in 
the management and objectives of a public sector organisation. To regard 
these five standards as ‘stand-alone’ features which, if adopted, will deliver 
effective PFM/IC is mistaken. The key assumptions lying behind these five 
standards are that: 


e There is a process for setting objectives and performance standards and 
ensuring that externally set regulatory requirements are met which are con- 
sistent with budgetary availability. 

e A professional operational management and supporting staff exists, and if 
not, either staff will be replaced or added to as necessary. 

e An effective operational managerial structure has been established or can be 
established designed to deliver the objectives and performance standards of 
the organisation including meeting externally set regulatory requirements 
and that would include appropriate personnel management arrangements. 

e The objectives and performance standards exist in a form that operational 
managers can be held to account for any failure to deliver them. 

e Operational managers have the delegated authority to undertake their 
responsibilities and are accountable for their performance. 

e Financial information is available which allows operational managers to 
make decisions both about the volume of activity and the most efficient 
and effective way of delivering their objectives. 

e Performance information is available which enables an operational man- 
ager to make judgements about achieving the expected level of operational 
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performance, including externally set regulatory requirements against the 
available financial resources. 

e Constant regard is had by all managers to the level of efficiency and effec- 
tiveness, that includes the impact upon the user/customer of the outputs of 
the organisation. 

e Financial and performance reports are available which enable not only 
internal management at all levels but also external stakeholders (which for 
public sector organisations would include parliament or the local govern- 
ment council, external regulators and civil society) to make judgements 
about the performance of the organisation. 

e Financial management is integral to the management of the organisation 
and a feature of that is that the organisation is managed in a manner which 
is financially stable. Without that reliability in service delivery cannot 
be achieved. 


‘These assumptions which are implicit in the COSO standards (as has been 
indicated) might be better described as managerial disciplines demonstrate 
very emphatically that introducing PFM/IC is as much a management reform 
as a financial reform. As a management reform the requirements of PFM/IC 
need to sit within a managerially focussed organisation. Consequently, the 
COSO standards will not produce the potential benefits unless the public sec- 
tor organisation has moved from a traditional administrative style (usually a 
firmly ‘top-down’ style) to a managerial style of organisational arrangements. 
This does mean that if these standards are to be effectively applied a compe- 
tent, managerially oriented civil service (or local government) organisation 
needs to exist. Managers then need information about objectives, performance 
and finance to enable them to meet their responsibilities. Countries should 
not assume therefore that a simple bureaucratic implementation of these stan- 
dards can be achieved without ensuring that a public organisation exists which 
has a managerial capability. Civil servants (and local government officials) 
need to be trained managers and therefore be prepared to take decisions. 
Treating these standards as managerial disciplines designed to help manag- 
ers achieve their objectives efficiently and effectively and to improve account- 
ability demonstrates that civil and local government service and other reforms, 
such as budgetary and accounting reforms, may be necessary prior to the 
introduction of these standards. The standards are not ‘ends in themselves’. 
The COSO executive summary points out the five standards are integrated? 


5 Executive summary—page 4: https://www.coso.org/Documents/990025P-Executive-Summary-final- 
may20.pdf. 


370 N. Hepworth 


and therefore their impact should be considered as a whole. The COSO stan- 
dards are about improving the quality or, to put it another way, the profes- 
sionalisation of management. 

In developing and transition economies aiming to apply the COSO stan- 
dards, none of the assumptions summarised above is recognised. The usual 
practice, in the experience of this author, is to treat the COSO standards as 
only about financial and budgetary control, not management. This seems to 
be because the personnel involved in the reform process are usually only con- 
cerned with such issues and often start from an internal audit perspective. As 
this is a wrong approach, the minister of finance, that ministry state secretary 
and the head of the ‘driver’ department should ensure that in applying these 
standards there is a recognition of the assumptions implicit in these standards 
and that the managerial context is reflected in the reform processes. This 
means, as has been explained previously in this guide, that; 


e Clarity exists over the different roles of the political level of management 
and that of the civil or local government service officials. 

e An appropriate operational management structure exists. 

e Objectives exist which have been set by the political level of management 
but only following consultation with operational management and those 
objectives should recognise the need to meet externally set obligations and 
should be consistent with available budgets. 

e Performance standards and objectives exist which again should be consis- 
tent with available budgets. 

e Operational managers have the necessary delegated authority to make deci- 
sions and to expend resources coupled with an accountability process to 
senior civil service management and ultimately from it to the political level 
of management. 

e Appropriate skilled staff are available. 

e The performance information a manager requires is available. 

e Constant regard is had to the effectiveness of operations and to user/cus- 
tomer reactions and attitudes. 

e ‘The financial information a manager needs to deliver objectives efficiently 
and effectively is available. 

e Which means the development of cost and management accounting and 
that the relevant reports are available to managers at all levels in a form that 
the manager needs. 

e Financial and performance information is also available to external stake- 
holders, not least the parliament, who are then able to exercise influence 
over the operations of the organisation, that is, transparency and external 
accountability. 
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"These are the characteristic features of a managed organisation: they are not 
those of a traditionally administered organisation. 

The fact that COSO was primarily aimed at commercial companies makes 
no difference in principle to its use for non-market organisations, merely that 
it requires an appreciation of the differences between the private and public 
sector contexts and consequently an appropriate adaptation. (Management in 
the public sector, as has been pointed out earlier, for many services is much 
more complex with more confusing signals than in the private sector.) 

"The effectiveness of the application of these standards depends upon the 
quality of management, both political and operational. What is important is 
clarity about the policy, objectives and performance standards and objectives 
set by the political level of management including the strategy for delivering 
them. Clarity is also required about how a ministry or local government or 
other public organisation is managed, both operationally and financially, to 
secure the efficient and effective delivery of those objectives and performance 
standards. The introduction of these international internal control standards 
ought to be a signal that a managerial/performance culture is being estab- 
lished. Therefore, as has been explained earlier in this guide, accompanying 
the application of these standards a parallel managerial reform process should 
occur, and if this does not occur, then these standards will not be properly 
applied. 

Previously in this guide, the person responsible for the application of PFM/ 
IC within an organisation was identified as the chief civil service (or local 
government) official such as a state secretary within an organisation. That 
official should ensure that introducing these standards results in an organisa- 
tion capable of delivering its objectives and performance standards and objec- 
tives, efficiently and effectively and within any legal, financial or other 
constraints and that due regard is had to the interests of the users of the service 
or activity. Merely introducing the bureaucracy associated with the applica- 
tion of the international standards will not, of itself, demonstrate that PFM/ 
IC has been applied and that the ministry or local government is well man- 
aged. This is not correct at all. 

In many countries a responsibility is placed upon the political head of the 
organisation, the minister or mayor, to ensure that these standards are imple- 
mented. This cannot mean that this official must make all implementation 
decisions. The substantive implementation responsibility should fall upon the 
head of operational management, that is, the most senior civil service or local 
government official with that official being accountable to the political head 
for the effective application of the standards. 
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11.2 Appreciating the Impact of COSO 
11.2.1 The Standards of COSO 


Countries which have implemented PFM/IC following the COSO standards 
have tended to address four of these standards, ‘the control environment, 
‘control activities’, ‘information and communication and ‘monitoring activi- 
ties’, in general terms only. They have merely required the responsible official 
to pay attention to them, with the evidence of their application being the 
additional bureaucratic procedures that have been introduced. However, as 
has been pointed out, evidence of the existence of the bureaucratic procedures 
is not the same as the substantive application of those procedures. In most 
countries little specific indication is provided of what managerial and opera- 
tional changes have resulted from their application. 

The exception to this is the standard relating to risk management. A great 
deal of attention has been paid to risk management, but much of the empha- 
sis has been upon risks to financial control systems such as risks of losses 
through error, fraud or other misuse of resources rather than to the risks of 
not achieving objectives and performance standards or of not providing a 
consistently reliable service or of meeting externally set regulatory require- 
ments. With risk management the bureaucratic procedures are easy to specify 
and their existence can be easily checked. However, this does not mean that 
risk management is being effectively deployed by managers. Risk manage- 
ment has been regarded as perhaps the most important element and much 
energy has been devoted to providing advice and training programmes. 
Unfortunately, much of this is misguided. The officials being trained have 
largely been finance officials and internal auditors and this may be appropriate 
if risk were confined to financial control matters (i.e., not to broader financial 
management matters). But it is not so confined! COSO is fundamentally 
about those risks which will prevent managers (at all levels) achieving their 
objectives and performance standards and objectives, including any externally 
set standards and doing so efficiently and effectively. This goes well beyond 
audit and accounting. Therefore, a priority before risk management is intro- 
duced is the existence of objectives and performance standards and objectives, 
a management structure with managers having an active concern to utilise 
risk management as a way of ensuring that their objectives and performance 
standards and objectives can be achieved. For effective management an 
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information and communications process should also exist that provides the 
information that managers need and which facilitates the establishment of a 
‘corporate’ approach to the management of the organisation so that in making 
decisions managers have regard not only to their individual objectives but to 
the broader objectives of the whole organisation. (A ‘corporate approach’ is 
‘an approach to managing people that supports an organisation’s long-term 
goals with an overall planned and coherent framework. This helps ensure that 
the various aspects of people management work together to develop the 
behaviours and performance needed to create and distribute value. It focuses 
on longer term people issues, matching resources to future needs and large- 
scale concerns about structure, quality, culture, values and commitment’.‘) 

The officials who should be trained in risk management should be the oper- 
ational managers because risk management should be their responsibility. 
They will not be interested simply in financial systems risks unless they have a 
material impact upon their part of the organisation, upon its reputation and 
its ability to achieve its objectives. They will need to consider all risks, of what- 
ever type, affecting their ability to deliver their objectives and performance 
standards. Some risks will also be of interest to the political level of manage- 
ment, such as a failure to meet political objectives or reputational risk (and 
reputational risk often can be adversely affected by a failure to meet externally 
set regulatory requirements) and the responsibility of a state secretary or 
equivalent is to ensure that information about such risks is available to that 
level of management. 

The development of risk management has been regarded as a priority activ- 
ity in introducing COSO but this is not how it should be. Other standards of 
the COSO framework, apart from monitoring, should come first. Again, this 
illustrates how risk management has been regarded as a ‘stand-alone’ activity 
rather than being integral to the managerial processes. 

As with other international standards, the COSO standards are regularly 
updated and the head of the department responsible for the application of 
PFM/IC should familiarise him/herself with those and be aware of updates. 
In doing so the head should recognise that the updates tend to be written in 
the language of business enterprise and therefore need adapting to the opera- 
tional environment of the public sector. 


‘Strategic Human Resource Management/Factsheets: CIPD www.cipd.co.uk. 
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11.2.2 COSO and Management 


As COSO is about management, the emphasis in introducing PFM/IC should 
be on a management structure with managers appointed and their responsi- 
bilities defined. Those managers, at all levels, need objectives and standards to 
work to, including performance objectives and standards. Those objectives 
and standards should be derived from the objectives for the organisation as a 
whole, which should be set by the political level and then cascaded down the 
organisation by the senior operational management. The performance stan- 
dards should be, in general, related to user needs and any externally set regula- 
tory requirements. 

This is what is required before any of the standards of the COSO internal 
control framework can be made effective. Unfortunately, in most countries, 
none of this occurs. The experience of this author in the application of PFM/ 
IC in most countries shows that the focus of application has been upon 
whether the bureaucratic procedures associated with the five COSO standards 
have been applied. Assessments of reform performance have been based 
around assessments of the extent to which the bureaucracy associated with 
these five standards has been introduced. They have not been regarded as 
managerial disciplines. This is a mistake and a mistake encouraged very often 
by aid organisations because the existence of the bureaucracy provides evi- 
dence of apparent action by the recipient country. Unless these five standards 
are linked to managerial reform, with the development of a managerial struc- 
ture, the appointment of managers, the setting of objectives, the development 
of information and financial systems with the accompanying accountability 
arrangements, these standards will have little or no practical effect upon the 
achievement of the objectives of the organisation efficiently and effectively. 

Another issue that should be addressed is how is that management to be 
made effective, with effectiveness being defined for this purpose, as delivering 
the objectives and performance standards set for them to time, to standard, 
within budget, efficiently and effectively. Considerable emphasis is placed 
upon the issue of laws, decrees, rules and regulations and checking that the 
content of these has been obeyed. Whilst this can be important, management 
cannot easily be defined in such documents. Management at the top level in 
organisations is about setting the strategy, leadership, coordinating staff activ- 
ity, making judgements between competing objectives, taking initiatives and 
applying the available budgetary and other resources to and ensuring that 
objectives are delivered efficiently and effectively. This also requires a willing- 
ness to take risks because management involves making decisions and all 
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decisions involve some element of risk. However, in most countries whether 
or not the requirements of these laws, decrees, rules and regulations introduc- 
ing the five COSO standards have been obeyed has tended to be the measured 
by how they have been incorporated into the internal rules of the organisa- 
tion, not by the effect they have had upon the decision making processes. This 
is the ‘check list’ approach. What is much more important is an assessment of 
managerial effectiveness. In other words what matters is the impact that these 
five COSO standards have had upon the performance of the management 
and hence of the organisation. Therefore, this is what the department respon- 
sible for implementing PFM/IC should concentrate on in assessing the qual- 
ity of their application. 

A particular example of the difficulties of just looking at the literal applica- 
tion of laws, decrees, rules and regulations is the application of the first stan- 
dard, the control environment. Injunctions incorporated into laws and 
regulations about setting the ‘right’ control environment (very difficult to 
define in any event) will not work unless accompanied by a commitment 
from the highest levels such as the prime minister and the cabinet of ministers 
to the need for all public organisations to ensure that appropriate ethical val- 
ues and integrity (‘tone at the top’) are expressly stated and implemented. ‘This 
requirement should cover both politically appointed officials and civil ser- 
vants (including local government officials). This should also be accompanied 
by a further requirement that each organisation is committed to ‘good gover- 
nance’ (see Chap. 1). However, none of this can be fulfilled in practice unless 
an appropriate managerial structure exists with the assignment of authority 
and responsibility, including accountability arrangements for the different 
levels of management. 

An approach to an assessment based simply upon the application of the 
laws, decrees, rules and regulations would in practice tell the department 
responsible for the application of PFM/IC very little about the real success in 
implementing the five standards of COSO. 


11.3 The Five Standards of COSO 


In this section of this chapter each of the five standards is explained. They are 
discussed in the order in which they should be applied not in the order incor- 
porated into the COSO or INTOSAI publications. This changed order 
reflects the reality of the operational/managerial arrangements that apply 
before the introduction of PFM/IC. For example, and as indicated previously, 
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risk management relating to objectives cannot be applied until objectives exist 
and a management structure has been established with managers appointed to 
deliver those objectives. 


11.3.1 An Overview 


The extent to which each of the standards can be applied depends upon the 
extent to which a managerial approach has been established. For example, the 
application of the control environment standard, as has been said above, 
depends upon the extent to which a managerial structure has been developed, 
including the separation of policy and strategy development from operational 
management, managers appointed and objectives and performance standards 
and objectives established with accountability arrangements defined. Those 
accountability arrangements should not just be the internal accountability 
arrangements but also external accountability, not least to parliament and 
civil society. Although the political top manager may nominally be responsi- 
ble for setting the control environment in practice, the application of that 
environment depends heavily upon the approach adopted by the top opera- 
tional manager, in a ministry that would be the state secretary (or equivalent). 
However, the behaviour and attitude of the political official(s) responsible for 
the ministry or other public organisation can affect how operational manage- 
ment is implemented and its success. The political head may also change rela- 
tively frequently compared to an appointed official and it would be totally 
inappropriate to expect the control environment to change with each new 
political head. That way would lie instability. In practice none of these five 
standards could be introduced completely, certainly during the early stages in 
the development of PFM/IC: they will evolve over time. Also, as each of the 
five standards overlaps with others, it is difficult, if not impossible, to disen- 
tangle the extent to which a particular standard has been applied compared 
with another. For example, if objectives are not being achieved is it because of 
inadequacies in the risk management processes or is it because of weaknesses 
in the provision of information or communications with another part of the 
organisation or with third parties, or again a weakness in the controls designed 
to secure the delivery of the objectives, or just poor management? 

Chapter 13 of this guide refers to the need for management to prepare a 
statement of internal control. This statement should explain how manage- 
ment has performed during the year in terms of meeting its objectives and 
performance standards. The statement should give the reader a clear under- 
standing of the challenges facing the organisation and how those challenges 


11 International Standards of Internal Control... 377 


have been responded to including remarks about what has gone wrong and 
the actions taken to make corrections. In other words, the statement should 
be an indicator of the quality of management. This statement would provide 
an important indicator of the quality of the internal control arrangements and 
would provide the best source of evidence. 


11.3.2 The Individual Standards 


11.3.2.1 The Control Environment Standard 


Internal control (IC) encompasses more than financial and budgetary control 
and more than compliance checks. It is a set of management arrangements that 
enhances the efficient and effective delivery of the organisations objectives on 
time, in line with the performance standard and within the established budget. 
IC is based upon the COSO model. Both PIFC and IC should apply across the 
entire public sector and are applicable for the management and implementation 
of both national and EU funds.” 


The control environment determines the management attitude to the 
achievement of objectives, to the quality of the performance standards includ- 
ing externally set regulatory requirements, the operational processes, how 
operational managers and staff relate to each other, to the political manage- 
ment, to parliament and to the stakeholders in the organisation, particularly 
the users of its services (i.e., its clients/customers) and suppliers. It also deter- 
mines attitudes to the utilisation of public resources and to developing efh- 
ciency and effectiveness. Overall, it provides the basis for internal control 
across an organisation. The control environment depends very much upon 
the personalities of the top and senior management (political and official) and 
the personnel policies that are applied. (See also Chap. 14 which includes a 
discussion on delegation and personnel policies.) In the public sector, the 
control environment also should have regard to the principles of ‘good gover- 
nance’ (see Chap. 1) although experience shows that this is rarely considered 
and neither are the principles of public administration considered (see Chap. 
14), including the circumstances where delegation is appropriate or not. 
Again, the appropriateness of the personnel policies and their relevance to the 


SIGMA paper 59 June 2019 ‘Guidelines for assessing the quality of internal control systems” (https:// 
www.oecd.org/officialdocuments/publicdisplaydocumentpdf/?cote=GOV/ 
SIGMA(2019) 1 &docLanguage=En), page 21. 
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control environment are not considered. A characteristic of a control environ- 
ment should be that it encourages a focus on the achievement of the objec- 
tives and performance standards and objectives of the organisation, so 
therefore these need to be in place first. The control environment should 
define the standards of conduct that are expected to be applied throughout 
the organisation. That includes the integrity and ethical values of the organ- 
isation, how they can be embedded in the organisation and how the organisa- 
tion’s relations with third parties are to be conducted. It also requires the 
development of a ‘can do’ approach. The control environment is also affected 
by the distinction made between the responsibility for policy and strategy 
development and operational management. As has been explained previously, 
this is because successful operational management depends upon the profes- 
sional capabilities of the manager. To a large extent the control environment 
illustrates the ‘intangibles’ of management, that is, features that cannot be 
precisely described in a ‘job description’. 

In practice this standard is very difficult to implement and to demonstrate 
with evidence that it exists. Civil servants and other public officials appointed 
to managerial posts ought to be appointed basically for competence reasons, 
although this does not always happen and staff may be appointed for political 
reasons. The expectation for the most senior civil service and local govern- 
ment officials (e.g., the state secretary and departmental heads) should include 
a capacity to set the control environment, even though it may not be defined 
in precise terms, and through their leadership ensure that the requirements of 
the control environment are implemented throughout the organisation. 

A feature of the control environment should be a well-developed and man- 
aged personnel policy with a good and consistent leadership. As has been 
indicated, introducing PFM/IC represents a considerable change to the way 
in which public organisations are managed. Change can be very damaging to 
organisations unless it is well handled by the leadership of the organisation, 
that is, by the top and senior operational management. Staff must be moti- 
vated to work hard and use their talents and abilities, including initiative to 
make the best contribution they can to the work of the organisation. Change 
can cause morale to decline and be a cause of insecurity. Motivation is not just 
simply a function of financial reward, and in practice, different people are 
motivated by different things, in different ways and at different stages of their 
careers. A very important factor in staff motivation in the public sector is the 
quality of the work that is being undertaken.° Other factors affecting quality 


€ See footnote 10 of Chap. 14 for an example. 
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can include how far staff are allowed to ‘self manage’ aspects of their jobs, the 
extent of staff development through training and the existence of develop- 
ment opportunities and feedback.’ Monetary rewards can work very well for 
tasks that are routine and measurable, but are less successful when creativity 
and imagination are required. Staff development policies designed to help 
staff develop their careers should be an important feature in motivation. 
Organisational culture also has a key role to play in the motivation of employ- 
ees. If they are to be genuinely motivated to do a good job, rather than simply 
to comply with organisational rules and regulations, a sense of common pur- 
pose needs to be developed and employees need to understand how their 
individual contributions “fit within wider organisational objectives. 
Leadership and clarity are essential components of good personnel manage- 
ment. Yet this author has not come across any linkages between the introduc- 
tion of PFM/IC and the development of personnel policies. 

Associated with the control environment should be the development of 
professionalism within the civil and local government service. Professionalism 
is not just about competence and technical skill but is also about ethical 
behaviour. To reinforce behaviour codes of conduct or integrity for both 
politically appointed officials and civil servants should exist. The content of 
the civil service or public official code should be determined by the organisa- 
tion responsible for the public service within a country and that for the politi- 
cally appointed officials should be determined ideally, by the prime ministers 
or president’s office. These should not just be ‘token’ codes but should be 
rigorously enforced. 

The reality is that an assessment of the quality of the control environment 
where there is no or very limited delegation with operational decisions being 
made by politically appointed officials would be very difficult to make (or 
even perhaps impossible). In such circumstances, assuming that the assess- 
ment would be undertaken by the ‘driver’ department in the ministry of 
finance on behalf of the state secretary in that ministry, any remedial action 
probably could only be taken by the minister of finance and his/her hands 
may be tied by political considerations especially if it involved criticism of 
another minister. If that other minister is not interested in the control envi- 
ronment or does not conform to the expected principles underpinning that 
control environment (e.g., the principles of good governance) unless there is 
a response to minister of finance criticisms, the responsibility for action moves 
up to the prime minister which in turn makes any decision even more 


” Debate: Motivating civil servants—insights from self-determination theory: Berend van der Kolk: 
Public Money and Management: published online 22 Jan 2020. 
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political. If in these circumstances the offending minister is not really inter- 
ested in or committed to applying the standards of internal control, then it is 
impossible to ensure that the rest of the organisation has that commitment. 
This is an important reason why the separation of operational management 
from policy and strategy development, with the application of PFM/IC, is so 
desirable. 

A key factor in the establishment of the control environment is financial 
resilience. Without that the control environment will be subject to stresses 
that affect an organisation’s ability to achieve its objectives. The COSO com- 
mentary on the control environment does not specifically refer to the estab- 
lishment of a stable or predictable financial environment. However, implicit in 
the whole of COSO is that effective financial management and internal con- 
trol exists and that means that the organisation management needs to be able 
to demonstrate that it is currently financially stable and has the financial 
resources to enable it to meet its objectives and that it will remain stable in the 
medium to longer term. Financial resilience means that expenditure and 
income will be matched at least over time and consequently that decisions 
made by the management or which are the consequences of external factors 
will not result in the financial destabilisation of the organisation. It also means 
that even within a financial year, budgetary flows are predictable and stable. 
However, experience shows that for countries introducing PFM/IC financial 
resilience is not considered as a factor in the management and delivery of pub- 
lic services and activities, and whilst an important feature of public financial 
management is the maintenance of financial resilience, in many developing 
and transition economy countries financial resilience depends upon the qual- 
ity of the budgetary process, including its links with government objectives, 
and the quality of the assessment of the economic position of the country. 

The arrangements for assessing the quality of the internal control environ- 
ment were described in the SIGMA paper referred to above (see note 6) issued 
by the OECD: Support for Improvement in Governance and Management 
Guidelines for assessing the quality of internal control systems.” This paper 
described a set of principles that should be followed by managers. Five prin- 
ciples were described covering the quality of the internal control environ- 
ment, that is, the public organisation: 


Principle 1: Demonstrates a commitment to integrity and ethical values. 
Principle 2: Exercises oversight responsibility. 


S SIGMA paper 59 June 2019 (https://www.oecd.org/officialdocuments/publicdisplaydocumentpdf/?cot 
e=GOV/SIGMA(2019) 1 &docLanguage=En), pages 22 to 32. 
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Principle 3: Establishes structures, reporting lines, authorities and 
responsibilities. 

Principle 4: Demonstrates commitment to competence. 

Principle 5: Enforces accountability. 


IC quality assessment is a primary responsibility for the public organisation’s 
management. This should not only consist of the evaluation of overall confor- 
mity with the established regulatory framework, but rather focus on how the 
functioning of IC enhances the operational efficiency and effectiveness of the 
public organisation and the achievement of its objectives.” 


The characteristics that should be looked for in assessing the quality of the 
control environment were summarised in a European Commission paper 


based upon COSO as:'° 


1. The organisation demonstrates a commitment to integrity and ethi- 
cal values. 

2. The oversight body demonstrates independence from management and 
exercises oversight of the development and performance of internal control. 

3. Management establishes, with oversight by the oversight body, structures, 
reporting lines and appropriate authorities, responsibilities and empower- 
ments in the pursuit of objectives. 

4, The organisation demonstrates a commitment to attract, develop and 
retain competent individuals in alignment with its objectives. 

5. The organisation holds individuals accountable for their internal control 
responsibilities in the pursuit of objectives. 


"The oversight body referred to here is taken from the COSO principles and 
refers to the controlling board of a company. In the circumstances of develop- 
ing and transition economy countries, the oversight body cannot be assumed 
to be the politically appointed top and senior management where that man- 
agement has operational responsibilities and therefore has no role which is 
independent of the day-to-day operational management. It is doubtful if the 
politically appointed top and senior management could act as the oversight 
body even where that management is not responsible for operational activities 
unless it included a significant and genuinely independent membership which 


” Guidelines for assessing the quality of internal control systems SIGMA Paper No. 59. 


Principles of Public Internal Control: Position Paper no 1: Public Internal Control an EU approach 
Ref 2015-1. 
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in a politically based organisation would be most unlikely. The question then 
is who could form this ‘oversight body’? There are four possibilities. One is 
that the ministry of finance exercises this responsibility through the ‘driver’ 
department, acting on its behalf. A second is that this is made a specific 
responsibility of the external auditor. A third is that each public organisation 
is required to appoint a body, such as an audit committee, which is indepen- 
dent of management and which has a capacity to report directly to the most 
senior level of management in an organisation (and that could be the political 
level of management) and that its reports are also copied to the department of 
the ministry of finance responsible for the implementation of PFM/IC. A 
fourth is that the government or parliament establishes a new body with a 
specific responsibility for overseeing the development of internal control 
activity within public organisations. Which solution should be adopted will 
depend upon local circumstances and that any organisation responsible for 
assessment has a high degree of independent membership. This points towards 
the third or fourth solutions. In addition, the external auditor should always 
review the quality of the internal control arrangements and report on them to 
parliament. What will be critical in assisting that organisation make a quality 
assessment of the internal control arrangements will be the statement of inter- 
nal control referred to in Chap. 13. 


11.3.2.2 The Information and Communication Standard 


"There is in practice potential overlap between this standard and the ‘control 
environment standard. For internal control to be effective the managers and 
staff within the organisation need to know both what the organisation’s objec- 
tives are and those that are set for themselves. Ideally, they ought also to know 
what the objectives are and the services and activities provided by other parts 
of their organisation. In other words, managers and staff need to know what 
is expected of them and how their responsibilities relate to those of others in 
the organisation. They also need to know the operational context for the 
whole organisation, as well as for their particular part of the organisation. 
That operational context includes knowing the resources available to them, 
that is, their budgets (i.e., total budgets including all elements of expenditure, 
not just some, such as only the sums available for procurement), how actual 
expenditure or income is occurring during the year, performance information 
that relates directly to their areas of responsibility and how performance is 
developing during the year, whether the demands upon a particular service are 
rising or falling, the short- and longer term strategic objectives, the pressure 
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to improve efficiency and effectiveness, the reaction of users of the service 
(whether internal or external to public organisations), actual and potential 
legislative, environmental and other changes affecting the operational 
environment. 

The exact information that will be required will depend upon the role and 
responsibilities of the manager and individual staff members. But, for exam- 
ple, if a manager has responsibility for the delivery of an objective, informa- 
tion about performance towards achieving that objective should be available 
to that manager as well as information about the financial resources that have 
been consumed. This should be available on a systematic and regular basis. If 
that manager is also responsible for efficiency and effectiveness, as he/she 
should be, then that manager must know not only what the total available 
budget is but also in a format that is relevant to the manager. The manager 
should receive financial accounting information showing progress against the 
budget in a similar format. In addition, the manager should have available 
information showing the allocation of budgets and accounting information 
over, for example, different cost centres, what drives costs or whatever else the 
manager requires. The manager should also have available costing informa- 
tion so that judgements can be made about the most efficient methods of 
undertaking activities. In addition, effectiveness can only be judged by the 
impact that the activity is having and therefore the manager should be pro- 
vided with user or customer information, whether the user or customer is 
internal to the government or external. The ‘driver’ department should ensure 
that managers and staff have available to them the information they need. 
Unless they have that information, managers cannot effectively be responsible 
for risk management which is central to the successful delivery of objectives 
and performance standards. 

Again, where a first-level organisation uses second-level organisations to 
undertake activities on its behalf, the managers of the first-level organisation 
must have the information necessary to enable them to exercise effective con- 
trol and supervision of second-level organisation activity. The manager must 
also ensure that second-level organisation activity is coordinated with that of 
the first-level organisation and of other second-level organisations. This 
applies whether the second-level organisation is non-market based or market 
based (a state- or local government-owned enterprise). The question that 
should be asked is, are the communication arrangements between the control- 
ling or supervising organisation adequate to enable it to properly exercise its 
responsibilities? 

The responsibility of the political leadership of an organisation is to ensure 
that the top and senior operational management is kept informed of political 
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developments that would affect the operational management. The responsi- 
bility of the top or senior operational management is to ensure that the infor- 
mation individual operational managers require is available to them. If all this 
information is not available, managers can hardly be blamed for a failure to 
deliver objectives efficiently and effectively. On the other hand, managers 
themselves may need to specify the information they require, and if top and 
senior management refuse to make the information flow possible, then at least 
some part of any responsibility for the failure to achieve objectives is trans- 
ferred to those top and senior managers. 

No organisation operates within a static environment and the changes 
affecting the operational environment need to be communicated throughout 
the organisation. Changes may become apparent at any level in an organisa- 
tion, not just at the top and senior management level. Managers at all levels 
need to be aware of their responsibility to communicate significant change 
upwards to more senior managers through the accountability process. 

Information and communication are not simply about internal activity. It 
is also about the provision of information to external organisations and indi- 
viduals, its clients and customers. Communications with each of these groups 
should be clear, purposeful, relevant and timely. Without that the effective- 
ness of the organisation will be difficult to judge and its reputation could be 
adversely affected. Such external communications can include financial 
reports (but designed in a manner that is relevant to the reader of the report), 
communications about the organisation’s policies and proposals and why the 
services that it delivers to its publics are designed in the way that they are and 
why any charges that it levies are also what they are and why they have changed 
(if that has occurred) from one period to the next. Clarity should also exist 
about arrangements for appeals against the actions of the organisation and 
how, where appropriate, compensation can be sought. 

There are many factors that should be considered in assessing whether the 
information and communications strategy is being properly implemented. 
"The analysis shown below illustrates the difficulty that exists for both manage- 
ment and the ministry of finance ‘driver’ department in trying to identify 
separate features of management within each of the control standards. Overall, 
the real issue is the quality of management (Table 11.1). 

Where there is little or no delegation of operational management responsi- 
bility from the political level, there can be difficulties with communicating 
the policies and strategies within an organisation. This is because politically 
appointed officials do not normally regard staff communications as falling 
within their remit, except for those with whom they directly work. Again, the 
appointment of different political officials responsible for different policies 
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(e.g., several deputy ministers or mayors) without any recognition of the need 
for coordination to harness the resources of the whole organisation itself 
encourages the development of a ‘silo’ mentality. (The existence of ‘silo men- 
talities’ is a classical feature of public administration organisations.) A ‘team 
meeting’ of top politically appointed officials does not automatically mean 
that coordination will exist at lower levels in the organisation. Where opera- 
tional implementation of policy is a responsibility of a civil or local govern- 
ment service management, then the development of a staff communications 
policy and associated activities should be easier to achieve provided that the 
top and senior civil or local government service management perceive the 
necessity and are willing to implement such a policy. The organisational 
arrangements should accommodate this. But whatever the top management 
structure, emphasis should be put on developing an information and com- 
munications strategy for the organisation and an operational environment 
that encourages open and trusting relationships. 

A feature of an effective information and communications policy is that if 
it is to encourage open and trusting relationships there must be adequate pro- 
tection for ‘whistle blovvers”."" This means that public organisations must find 
a reliable method of identifying and correcting any unlawful or unethical 
conduct that occurs within their organisation. Consequently, public organisa- 
tions should: 


e Not obstruct officials from reporting misconduct potentially harmful to 
the organisation or to the public it is serving; 

e Introduce procedures for ensuring reliable reporting without incurring any 
penalties. 


Whatever the information and communication arrangements within an 
organisation, there can be a lack of understanding or interpretation between 
those making any statements (in whatever form) and those hearing or reading 
them. Merely issuing advice or an instruction does not mean that it will neces- 
sarily be interpreted in the way in which the author intended. How the recipi- 
ent interprets that advice or instruction depends very much upon the position 
and perceptions of the recipient. Senior managers communicating with their 
staffs must be aware of the potential risk of the recipient of the communica- 
tion hearing what they want to hear, rather than what the senior manager 


T.A whistle blower is an employee, who reveals information about activity within a private or public 
organisation that is deemed illegal, immoral, illicit, unsafe or fraudulent. 
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wanted them to hear. This author has been told by officials from several differ- 
ent countries that all that is necessary is to issue an instruction or regulation 
and it will be followed. That is a mistake! The same problems exist with exter- 
nal communications. Care should be taken to avoid the use of ‘jargon’. 

Effective communication in the workplace helps staff and managers form 
highly efficient teams. It builds trust, reduces competition and encourages 
cooperation within and between units and departments and helps staff work 
together harmoniously leading to higher productivity, integrity and responsi- 
bility. Staff must know their roles and should know that they are valued. 

A manager who openly communicates with staff can foster a positive rela- 
tionship that benefits the whole organisation. Good communications can also 
improve employee morale. Employees do appreciate good communication 
from more senior management. 

The department responsible for the application of PFM/IC therefore 
should not just rely on legislative requirements set out in a public internal 
control or public financial management law or other formats to ensure that 
good communications are a feature of the internal control arrangements. ‘This 
is though the apparently usual process in some countries adopting this reform. 
A deep understanding of effective communications is necessary and in review- 
ing the application of this standard, evidence that this exists should be looked 
for. In other words, the ‘driver’ department responsible for applying PFM/IC 
should look for the features of an information and communications strategy 
outlined here and for the effectiveness of the strategy. That responsibility also 
extends to external communications. 

A European Commission paper based upon COSO defined a set of prin- 
ciples affecting information and communication. These were that the public 
organisation: 


Principle 13: Obtains, generates and uses relevant, quality information. 


Principle 14: Ensures proper internal communication. 
Principle 15: Ensures proper external communication." 


11.3.2.3 The Control Activities Standard 


The political management should have a responsibility to ensure that the 
objectives of the organisation are delivered, that they are delivered efficiently 


SIGMA paper 59 June 2019 ‘Guidelines for assessing the quality of internal control systems’ (https:// 
www.oecd.org/officialdocuments/publicdisplaydocumentpdf/?cote=GOV/ 
SIGMA(2019) 1 &docLanguage=En), pages 47 to 52. 
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and effectively, that performance standards and objectives are observed and 
especially those set by external regulators, that the resources of the organisa- 
tion are properly safeguarded and used only for the purposes of the organisa- 
tion and not, for example, for political or personal purposes. They also have 
an obligation to ensure that the objectives imposed upon the organisation by 
others and most notably by the ministry of finance to maintain adequate 
budgetary and financial control are properly met. Top and senior operational 
and political management also have a responsibility to ensure that the finan- 
cial reports to the ministry of finance, including the year-end financial state- 
ments and other statement, are reliable. Controls should also be concerned 
with the longer term financial viability of the organisation. The actual applica- 
tion of these responsibilities, as has been shown in earlier chapters, should be 
undertaken in practice normally by the operational management and this 
should be made clear through the delegation and accountability arrange- 
ments. The accountability arrangements should be designed to ensure that the 
political management can be confident that the operational management is 
acting competently and responsibly. The aim of the control activities should 
be to ensure that all this is achieved. The control activities should be designed 
to reduce the risk of failure by the operational management to achieve objec- 
tives and performance standards efficiently and effectively and that public 
resources are being properly utilised. The operational management should 
also ensure that commitments are not entered into which would affect 
adversely the financial sustainability of the organisation and should advise the 
political management where such a risk appears to be occurring or would 
occur if particular decisions were made. 

A key feature of control activity is ‘accountability’. Lower levels of manage- 
ment are accountable to more senior levels for the delivery of their objectives 
within the relevant constraints. Top and senior operational management 
responsibility is to test out in its actions whether the control activities are 
effective and this should be demonstrated in the accountability arrangements. 
That is, are the reporting systems effective; do they address the key issues; are 
reports used as the basis for decisions; do follow up processes exist and are 
acted upon? Similarly, the accountability arrangements between the top oper- 
ational management and the political level of management should be assessed 
by both sets of management to ensure that they provide the confidence that 
the political level of management requires. 

The department responsible for the application of PFM/IC should assess as 
one of its monitoring activities both how well the control activities within an 
organisation are operating and the range of those control activities, most 
notably that they are not limited to traditional financial and budgetary 
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controls. An indicator of this is by establishing how successful the organisa- 
tion has been in achieving its objectives, within budget, to time, to standard, 
efficiently and effectively and meeting all regulatory requirements. Some of 
the detailed analyses to assess the quality of the individual internal control 
processes include: 


e Is each level of management clear about the scope of its responsibilities and 
the extent of its discretion? 

e Are the internal management reporting arrangements consistent with the 
delegation arrangements? 

e Do senior managers respond effectively to reports? 

e Is there onward reporting to higher levels of management in appropriate 
circumstances? 

e Do clear guidelines exist which indicate how management at all levels 
should respond to accountability reports? 

e Are such reports supplemented by ‘face to face’ meetings? 

e Do opportunities exist for group discussions so that issues and the informa- 
tion associated with them may be more widely shared or challenged? 


The control activities should focus on outputs as well as inputs and a 
responsibility of top and senior operational management is to ensure that the 
appropriate controls exist. 

One area of internal control activity that is frequently overlooked is that 
concerned with the risks to the longer run financial resilience of the organisa- 
tion. This is discussed in Chap. 8. Most internal controls are focussed upon 
current operations, yet the ability to continue current operations into the 
future is heavily influenced by longer run financial considerations. By under- 
taking strategic financial planning an organisation should be able to forecast 
its future demands for current funding from the national budget or for new 
capital investment. Only then will an organisation be able to either argue for 
additional resources or to assess the scale of the cuts to existing activities (if 
that is the situation) or consider adjustments to its strategic plans that it may 
need to make. Strategic plans should also exist and those strategic plans should 
include a financial dimension to demonstrate what the costs will be of achiev- 
ing strategic objectives. 

To assist top and senior operational management determine the appropri- 
ateness of the internal control arrangements (and it is their responsibility to 
ensure that these controls are appropriate) they ought to ask themselves a 
series of questions covering output and input controls and the controls con- 
cerned with longer term financial sustainability. (These questions which link 


11 International Standards of Internal Control... 393 


with other internal control standards should also enable the ‘driver’ depart- 
ment responsible for the application of PFM/IC to form a judgement about 
the effectiveness of the controls.) Examples of some of the questions which 
refer to ministries, but which can be adapted to meet the needs of other types 
of public organisation such as local governments, are as follows: 


Overall Questions: 


(i) 


Can we (i.e., the top and senior operational management) be sure that 
managers at all levels have the right information, at the right time, in the 
right form to enable the organisation to deliver its objectives, to time, to 
standard, within budget, efficiently and effectively: 


Is each manager within the organisation clear about the objectives and 
standards that the manager is expected to meet? 

Are the relevant managers fully aware of externally set regulations and 
do systems exist to demonstrate how they are being met? 

Has each manager the information available so that not only can that 
manager monitor what is happening but also be fully and properly 
accountable? 

What controls exist to ensure that objectives and standards are achieved 
efficiently and effectively? 

Where the health and safety of clients and staff is a major concern (as in 
hospitals or high-rise housing or child care facilities), is there absolute 
clarity about standards expected and do management systems exist to 
secure observance of health and safety standards? 


(ii) As each manager should be expected to deliver the objectives efficiently 


(iii) 


(iv) 


and effectively, has each manager the full budgetary and performance 
information available to enable the manager to do so? Has the manager 
also the appropriate management accounting information and does the 
necessary cost and management information system exist; is the manage- 
ment as well as the finance department staff sufficiently well trained to 
use that information? 

Has each manager the appropriate technical guidance to enable the rel- 
evant operational standards to be delivered and do monitoring arrange- 
ments exist to secure observance? 

Where charges are levied for services provided or for the use of assets and 
other resources, do those charges fully reflect the costs of provision or 
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where a policy decision has been made to subsidise those costs or to pro- 
vide a surplus, that the financial information has been properly and fully 
calculated and therefore that the real level of subsidy is apparent 
and to whom? 


Questions About Input Controls: 


(v) Do the appropriate controls over inputs exist to ensure that: 


(vi) 


Assets and other resources (including stocks and stores) are used only for 
the purposes of the organisation, that is, exclude use for political or pri- 
vate purposes? 

No significant liabilities, including all fiscal liabilities, are entered into 
without the specific approval of top management and, if necessary, with 
the specific approval of the ministry of finance? 

No contracting out of the delivery of public services exists without a 
thorough investigation into the financial and operational viability and 
quality of the private companies or other private institutions involved? 
No future contractual obligations to suppliers exist which will make the 
future financing of the service or activity difficult to achieve or which 
may lead to an imbalance in the provision of other services or activities? 
Procurement is only undertaken in accordance with the procurement 
regulations/legislation? 

All externally set technical regulatory regulations concerning the deliv- 
ery of particular services are observed? 

All financial regulations issued by the ministry of finance are being 
adhered to (if such regulations do not exist, then either the ministry of 
finance should be asked to issue such regulations or the organisation 
itself should develop and issue its own financial regulations)? 

All income and payment arrangements adhere to the requirements set 
out in those financial regulations, including where appropriate the sepa- 
ration of duties? 


Do controls over inputs inhibit or support management's ability to 
deliver the objectives of the organisation? Where those controls, espe- 
cially over the number of personnel or the allocation of personnel, 
require decisions to be made by someone other than the manager or 
even by another organisation, the responsibility of the manager is 
diluted. The question then is, is this desirable and to what extent does it 


(vii) 


(viii) 


(ix) 


(xii) 
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reduce the accountability of the manager? The consequential question 
for top and senior management then is how does this, in turn, affect 
their responsibilities and should any external controls be challenged, for 
example, over staffing arrangements? 

Do the ministry of finance budgetary and cash flow controls reflect the 
needs of the operational management or is change required? The ques- 
tion that has then to be addressed by top and senior operational manag- 
ers is what are the most appropriate controls to meet the needs of 
operational management? This is likely to require significant new con- 
trols or an adaptation of those required by the ministry of finance, for 
example, to give managers greater ability to manage resources to achieve 
objectives. 

Are the arrangements for the recruitment, allocation, retention and 
training of staff consistent with the needs of the organisation or do they 
inhibit the organisation in the delivery of its objectives? (Sometimes 
organisational managements have little control over the recruitment, 
promotion and training of staff. Staff may be appointed for political 
reasons rather than because of their competencies. Is that an appropriate 
arrangement given the need to achieve objectives and to secure manage- 
rial accountability?) 

Are the controls that exist within the IT systems sufficient to protect 
against fraudulent misuse through inadequate security arrangements 
and against hacking and other forms of attack: what is the evidence that 
those controls have been fully tested? Are the controls only nominal or 
are they properly applied in practice and what is the evidence for that? 
Have all operating system updates issued by software manufacturers 
been applied? 

Is there confidence that the reporting to the ministry of finance (and 
where appropriate to other third parties) is accurate and timely and that 
the financial statements properly present the financial position of the 
organisation? (Internal and external audit have an important role but 
the primary responsibility is that of the management.) 

As the organisation will have a responsibility to store information and 
that may be physically and electronically, are the archiving arrange- 
ments consistent with the centrally determined arrangements for 
archiving (if any) and are those arrangements adequate for the purpose, 
both physically to ensure that the records are not damaged, and are they 
held securely to prevent misuse or change to those records? Are the 
records properly maintained so that they are accessible to future enquir- 
ers? Are the systems sufficiently secure to prevent loss of data though 
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breaches of security, mismanagement or IT breakdowns? Do ‘back-up’ 
systems exist? Archiving applies to all operational as well as financial 
records. Can these questions be answered positively for electronically 
held records as well as for physical records? 


Questions About the Controls Concerned with Longer Term 
Financial Sustainability: 


Does a process of strategic financial planning exist which evaluates the 
impact of present and proposed policies upon the organisation’s future 
finances considering all those factors that are likely to impact upon 
those finances? 

Is there a process which assesses the commitments of the organisation 
given its current policies, such as public/private partnership arrange- 
ments, and tests the financial viability of those policies over the longer 
term, considering likely trends in the availability of budgetary funds 
and other sources of income (which may be affected by the state of 
the economy)? 

Does a long-term financial planning process exist which systematically 
informs the political level of management and the top and senior oper- 
ational management of the forecast financial resilience of the organisa- 
tion given the commitments that have been entered into with the 
development of current policies? Does that planning process inform 
the political level of management about the financial consequences of 
the introduction of new policies and other likely new commitments 
that may be or are emerging (e.g., through climate and legislative 
change) which are beyond the control of the management of the organ- 
isation, and which could affect policy making decisions? 

Do those processes consider the impact of any fiscal liabilities that have 
been entered into? 

Does a process of consultation exist with the ministry of finance about 
its judgement of the future government financial planning, based upon 
economic forecasts, and how this may impact upon the finances of 
individual ministries given government priorities? 


These examples of control activities also demonstrate the interlocking of this 
standard with those for the control environment and information and com- 
munications. They also emphasise that control activities are not simply about 
financial and budgetary controls but that technical controls also are very 
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important and a failure to observe technical controls is likely to result in major 
future costs as well as costs to reputation. 

A European Commission paper based upon COSO summarised the 
requirements of control activities as the public organisation: 


Principle 10: Selects and develops control activities 

Principle 11: Selects and develops general control activities 

over technology 

Principle 12: Deploys control activities through policies and procedures’? 


The responsibility of the top and senior operational management should be 
to ensure that the control activities that are employed are effective and that 
the political management is satisfied with their quality. They also need to sat- 
isfy the external auditor and consequently parliament, and those to whom the 
organisation is accountable (e.g., to the cabinet of ministers, to parliament 
and to civil society). The top operational manager should ensure therefore 
that appropriate control activities actually exist, operate effectively and be 
confident that all staff are familiar with the controls that affect them and how 
they should operate. This would mean that staff job descriptions fully cover 
the responsibilities for the relevant controls and that staff appraisal arrange- 
ments also cover references to awareness of those internal control arrange- 
ments. Periodic assessments of the efficiency and effectiveness of these controls 
should occur with internal audit and any relevant external organisation being 
assessors. 

The exact form of the control activities will depend upon the services and 
operational activities that the organisation is engaged in. 


11.3.2.4 The Risk Management Standard 
An Overview 


An important element of control activity is that the risk management pro- 
cesses operate effectively. The aim of risk management is not to eliminate risk 
because only by taking risks will change and improvements in the delivery of 
services and activities occur. The purpose is to identify and then manage the 


13 SIGMA paper 59 June 2019 ‘Guidelines for assessing the quality of internal control systems’ (https:// 
www.oecd.org/officialdocuments/publicdisplaydocumentpdf/?cote=GOV/ 
SIGMA(2019) 1 &docLanguage=En), pages 41 to 47. 
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risks so that objectives and standards can be achieved and that adverse conse- 
quences can be avoided or minimised by careful assessment, planning and 
management. The ‘driver’ department of the ministry of finance should issue 
detailed guidance on how the reporting associated with risk management 
should be developed and applied taking into account the arrangements for 
delegation and managerial accountability that exist at the time. 

The key to the effective management of risks is the ‘tone at the top’ of the 
organisation (the ‘control environment standard’). This affects the priority 
that the different levels of operational management and staff give to risk man- 
agement and the comprehensiveness of the risk management arrangements. 
The behaviour and actions of the top and the senior management and how 
they communicate with and challenge the different levels of management 
about risk illustrates the degree of significance attached to risk management. 
If the leadership attitude is one of indifference and there is no real top-level 
ownership, especially by top operational management, or the messages from 
the political leadership and top-level operational management are inconsis- 
tent, this will be damaging to the risk management process. 

The primary concern of the political level of management should be with 
the relevance and quality of the organisation’s risk management policy. 

Whatever the managerial circumstances and the level of risk, there are vari- 
ous ways in which risks can be addressed. One way is through building in 
additional controls, another is by changing the management arrangements, or 
by some form of insurance, by sharing the risk with a third party, by changing 
designs or even not going ahead with a policy, project or activity because the 
perceived risks are too great. 

The UK Treasury issued a publication on the Management of Risk— 
Principles and Concepts. This emphasised significance of the role of manage- 
ment as: “For the risk management framework to be considered effective, the 
following principles shall be applied: A. Risk management shall be an essen- 
tial part of governance and leadership, and fundamental to how the organisa- 
tion is directed, managed, and controlled at all levels. B. Risk management 
shall be an integral part of all organisational activities to support decision- 
making in achieving objectives. C. Risk management shall be collaborative 
and informed by the best available information and expertise. D. Risk man- 
agement processes shall be structured to include: a. risk identification and 
assessment to determine and prioritise how the risks should be managed; b. 
the selection, design and implementation of risk treatment options that sup- 
port achievement of intended outcomes and manage risks to an acceptable 
level; c. the design and operation of integrated, insightful and informative risk 
monitoring; and d. timely, accurate and useful risk reporting to enhance the 
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quality of decision-making and to support management and oversight bodies 
in meeting their responsibilities. E. Risk management shall be continually 
improved through learning and experience.”'* (Although this publication has 
been issued by a country with a well-developed public sector management 
structure, it does contain very clear guidance which could be usefully applied 
in countries introducing PFM/IC.) 

For risk management to be effective: 


e ‘The political head of the organisation and the person responsible for the 
quality of PFM/IC within the organisation, that is, the state secretary in a 
ministry, recognise the significance of risk management in the achievement 
of the objectives and performance standards of the organisation including 
technical performance standards and provide leadership in itsdevelopment.” 

e Clarity of objectives and performance standards and objectives exist and a 
management structure is in place designed to deliver the objectives and 
standards. 

e An appropriate control environment exists. 

e Adequate information flows and communication arrangements exist. 

e Internal controls are effective. 

e Accountability arrangements exist, both internally and externally. 


If the top political and operational management are not interested in the 
development of risk management throughout the organisation (i.e., genuinely 
interested as opposed to ‘going through the motions’), then there is some- 
thing wrong not only with the risk management process but also with the 
management arrangements themselves. The risk management process must be 
of genuine interest to these top officials. They cannot though be expected to 
personally manage all risks. Their personal concerns should be that there is 
effective risk management throughout the organisation and that they are 
focussed on the significant risks to the organisation, perhaps no more than 15 
to 20. However, this number does depend upon the nature of the service or 
activity. If the number rises above this level, then there is almost certainly 


' The Orange Book—Management of Risk-Principles and Concepts: P6: Published by UK Government, 
updated 2020. Orange Book—GOV.UK (www.gov.uk). 


The official within an organisation responsible for the managing and effectiveness of the risk manage- 
ment process should be the official responsible for the application and quality of the PFM/IC reform 
within an organisation, that is, the state secretary or equivalent. If there is no delegation, in practice how 
a political official could actually take on the responsibility for risk management is difficult to see because 
of the detailed operational management knowledge that is required and the detailed bureaucracy that is 
likely to be involved. However, the top political manager must recognise and accept the importance of 
risk management in ensuring that the political objectives of the organisation can be achieved. Therefore, 
interaction between the political head and the top operational manager is essential. 
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something not right about the risk management assessment arrangements and 
the top management is being drawn into too much detail. This is likely to 
devalue the risk management as a process. Once a risk has been accepted, then 
what matters most, given systematic review, is change in the level of risk. Why 
is that change occurring? 

The Orange Book referred to above also defines 13 different categories of 
risk, that is, Strategy risks—Governance risks—Operations risks—Legal 
risks—Property risks—Financial risks—Commercial risks—People risks— 
Technology risks—Information risks—Security risks—Project/Programme 
risks—Reputational risks.'° For countries adopting PFM/IC to analyse risks 
over these 13 different categories at the initial stages of development may be 
too complex. The following may be an oversimplification but initially an 
important distinction should be made between managerial or strategic risk 
management and systems risk management. 

Managerial or strategic risk management should be concerned with the key 
or strategic risks facing an organisation, which could fall into any of the cat- 
egories identified above. A responsibility of the top operational management 
is to work with the political management to identify those risks with which 
the political management is concerned and how it wishes that they should be 
managed including being kept informed about them. Most risks will be man- 
aged by the operational management but others may have aspects which are 
of particular interest to the political management as well as to operational 
management. The top operational management should identify and focus 
upon those managerial or strategic risks that have a direct impact upon their 
effective management of the organisation. 

Examples of high-level risks that political management may be concerned 
about include significant potential damage to the reputation of the organisa- 
tion, significant legal action against the organisation, significant financial 
losses, risk of death or serious injury to users of the service or to employees, an 
attack on the IT security systems that results in the theft of private personal 
data or the corruption of a major IT system that prevents a service or activity 
being delivered, such as social security payments or the taking of decisions 
that could significantly affect the long-run financial resilience of the 
organisation. 

Another example of high-level risk that organisations should take into 
account is risk to the continued operation of the organisation as a whole or 
significant parts of it. An important responsibility therefore of top and senior 


16 Orange Book—p. 38. 
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management (political and official) is business continuity planning in the 
event of some major external threat to the organisation. A recent example of 
this is the impact of a disease upon management and the clients/customers of 
the organisation and on the organisations that are major suppliers. 

Systems risks may or may not be important to top and senior operational 
management, and sometimes political management may need to become 
involved. However, it all depends upon the circumstances. If the system is 
vital to the effective functioning of the organisation (such as a social security 
system or disease prevention in a hospital), then the top political management 
would inevitably become involved. Otherwise, most system risks could be 
managed by operational management. 

As has been pointed out previously, all decisions involve some element of 
risk and in some countries the risks associated with usual day-to-day manage- 
ment activity have been incorporated into the formal risk management pro- 
cesses. This is a mistake. These normal operational responsibilities should not 
be included in the formal risk management processes and to include them, as 
some organisations do, is to devalue the impact of risk management. 

Whatever decisions are made about risk management, whether by political 
or top operational management, risks should be subject to regular review 
because circumstances change. How frequently such reviews should occur 
should depend upon the particular risk being considered! 


Managers and Risk 


The introduction of risk management into the management process adds con- 
siderably to the responsibilities of managers. In some organisations, defining 
and managing risk will be a complex process requiring considerable skill, 
expert knowledge and the exercise of judgement. Hence there may be a need 
to appoint staff to support the managers who are expert in identifying and 
making judgements about risk in a particular area of activity, for example, in 
the provision of health services, in the development of infrastructure, in polic- 
ing and prison services, in services with a high risk of fraud such as those 
providing benefits to individuals or in fraud and corrupt practice in purchas- 
ing and supply arrangements. Those risks that involve the health and safety of 
employees should always be discussed with the potentially affected employees, 
or their representatives, including the proposed mitigation measures. 

The management approach to risk at lower managerial levels should be 
based upon the risk to the achievement of that manager’s objectives and the 
relevant performance standards (emphasising again that each manager should 
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have objectives and standards). The process for addressing lower level risks 
should be, in principle, the same as that described above for high-level risks. 
Each lower level manager should report those that he/she regards as the more 
serious risks to the next higher level of management to determine whether in 
turn they should be referred further up the management structure until they 
reach top and senior management. They should also report to the next higher 
level of management on changes in the level of risk, especially where those 
changes indicate a worsening of the level of risk. Once risks have been identi- 
fied, the individual manager's responsibility is to analyse those risks to deter- 
mine how those risks should be managed and which risks may need to be 
reported to and agreed with more senior management. 

An example of a service that will require specialist risk management skills is 
that of the management of hospitals. Hospital management will be concerned 
with the management of clinical and non-clinical risks and these will be man- 
aged in different ways. 


Through risk management there are significant opportunities for achieving 

improved quality of care, major costs savings, improved public perception and 

a reduction in clinical negligence claims by having the correct risk management 

strategy. The goals of the risk management strategy could include: 

e enhanced quality of care; 

e protection against criminal prosecution; 

e financial savings from reduced risk, which includes reduction in claims 
against the trust [hospital] and optimisation of insurance premium 
expenditure; 

e cost-efficient risk reduction; 

e improved public image; 

e improved staff morale and productivity./” 

Another example is the management of schools. A major immediate con- 
cern to the managers of a school will be the health and safety of pupils. Risk 
assessment involves considering the severity of consequences if a person or 
pupil is exposed to a potential risk, combined with the likelihood of it hap- 
pening. The level of risk will increase as the likelihood of injury or illness or 
its severity increases. A risk assessment can help determine: 


ə How severe a risk is, 
e Whether existing control measures are effective; 


7 Extract from ‘An exemplar operational risk management strategy UK NHS January 1997: file:///C:/ 
Users/User/Dropbox/Reference%20sources/Risk%20Management/An_exemplar_operational_risk_ 
management_strategy.pdf. 
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e What action should be taken to control the risk; and 
e How urgently the action needs to be taken.'* 


The Practicalities of Introducing Risk Management 


A degree of bureaucracy is necessary to identify risk, indicate who is respon- 
sible for its management, demonstrate the actions that have been taken and 
identify the trends in the development of the risk. A formal risk register there- 
fore should be established: a single register covering all risks can be unwieldy 
and a more practical approach can be to establish risk registers that address 
managerial or strategic risks and separately for lower order risks.” Again, dif- 
ferent risk registers can be developed for different parts of the organisation. 
Which is the most appropriate approach depending upon the management 
arrangements within the organisation? Top and senior operational manage- 
ment, subject to any political management concerns, should determine the 
monitoring and reporting arrangements. The overall responsibility for the risk 
register process should lie with the head of operational management. However, 
the actual ‘process’ responsibility could be delegated to another official. That 
a specific official should have this bureaucratic responsibility in no way 
removes from the top operational manager, the state secretary or equivalent, 
their ultimate responsibility for managing risk and for ensuring that an appro- 
priate risk management process applies throughout the organisation. 
Decisions should also be made about the frequency for the reporting of 
risks. This could vary depending upon the type of risk and the personalities 
involved. This will mean that the risk register(s) will need to be updated (and 
coordinated) so that each higher level of management is aware of the develop- 
ment of risks and the effectiveness of the mitigation measures. How often 
updating or review of risks should occur will depend upon the nature of the 


'8Taken from https://www.education.govt.nz/school/health-safety-and-wellbeing/managing-risks-and- 
hazards-at-school/risk-identification-assessment-and-management. 


1 A typical risk register contains: 


s A risk category to group similar risks 

9 A brief description or name of the risk 

s The impact (or consequence) if an event actually occurs (usually identified by a numerical score) 

° The probability or likelihood of its occurrence (usually identified by a numerical score) 

s The risk score (or risk rating) is the multiplication of the impact and probability scores leading to an 
overall ranking of the risks 

e The mitigation steps 

° The name of the person responsible for monitoring that risk. 
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risk and the bureaucracy should have the capacity to be flexible about the 
updating arrangements. Particular regard should be had to trends in the 
movement of individual risks—is the risk declining or increasing? 


The Responsibilities of the Top and Senior Operational Management 


The top and senior operational management have a substantial range of risk 
management responsibilities even though in practice some would be dele- 
gated to other officials. The main responsibilities of the head of operational 
management should include to: 


a. Ensure that risk management is incorporated within the operational man- 
agement processes, including job descriptions and that all risks are fully 
identified and managed at an appropriate level. 

b. Ensure that those management processes are actually undertaken and are 
regularly reviewed with active steps being taken to mitigate risks. 

c. Provide direction, guidance and advice on risk management best practice 
throughout the organisation. 

d. Determine the risk appetite/tolerance for the organisation (see below for 
a discussion on ‘risk appetite’) and to inform and agree the risk appetite 
parameters with the political head of the organisation, also after consider- 
ing the views of any external advisers.” 

e. Receive regular reports on managerial and strategic risks and the trends 
which are emerging so that he/she can require corrective actions to be taken. 

f. Prepare reports to the political head of the organisation on those manage- 
rial and strategic risks which directly affect the political head, paying par- 
ticular attention to changes in the levels of risk. 

g. Provide any feedback from the political level of management to other 
managers on the risk management process. 

h. Ensure that appropriate training is provided to the different levels of offi- 
cial on risk management (whether politically appointed or civil or local 
government officials) and/or that specialist officials are appointed where 
fraud or corrupt practice is a high area of risk. 

i. Ensure that a process exists which identifies the possible causes of risk 
appetite/tolerances being exceeded. Those causes can include mismanage- 


% This should be regarded as a dynamic activity because determining risk appetite is not a single fixed 
concept and it will vary both for individual types of risk and over time, all depending upon 
circumstances. 
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ment, natural events, unforeseen international price movements, failures 
in a supply chain such as bankruptcy (but this risk in some circumstances 
should have been foreseen and therefore the real cause is mismanage- 
ment), misjudgement of demand for a service or activity (again a potential 
cause is mismanagement) or in construction, unstable ground conditions 
or unavailability of key workers such as engineers. 

j. Ensure that systematic communication arrangements exist within the 
organisation to raise awareness about risk and the policies of the top man- 
agement so that there is a wide understanding throughout all levels of 
management of the level of risk that is acceptable: this should inform all 
activities, that is, policies, programmes, projects and operational ser- 
vice delivery. 

k. Ensure that second-level organisations establish risk management and 
that top and senior operational management of the first-level organisation 
are informed of the strategic risks and all fiscal risks that affect the second- 
level organisation so that the top and senior operational management of 
the first-level organisation can decide whether they need to become 
involved in the management of those risks and whether they should 
inform the political level of management. 

|. Where an external advisory committee, such as an audit committee, exists 
which has an interest in the quality of risk management, maintain a close 
liaison with that committee and ensure that its recommendations are fully 
considered. 

m. Prepare an annual risk management/risk appetite statement. 


How does top and senior operational management undertake these respon- 
sibilities towards risk management in practice? The United Kingdom National 
Audit Office addressed this in a publication by setting out a series of questions 
for top and senior operational management to consider.”! These are: 


1. “How do we ensure that our focus is on managing the things that matter? 
Are we content that management’s assessment of risk is not overly 
optimistic? 

2. Are we clear about where we are prepared to tolerate differing levels of risk 
and, in turn, how these influence and drive the actions of management? 

3. How confident are we that risks are being managed appropriately and that 
we will be informed of the most significant risks to our business? 


“1 Managing Risks in Government: National Audit Office 2011. 
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4, What information do we need both to take decisions and to challenge the 
rigour with which risk is managed throughout the organisation? 

5. How do we ensure that our decisions are based on a clear and balanced 
evaluation of the costs and impacts associated with risks and mitigations? 

6. How do we learn from successes and failures both within our own and 
other organisations?” 


Risk Appetite Impact and Likelihood 


‘Risk appetite’ has been defined as “the amount and type of risk that an organ- 
isation is willing to take in order to meet their strategic objectives”. Even 
though the top operational management may define the policy on risk appe- 
tite, the political leadership should agree that policy because of its signifi- 
cance. “Organisations will have different risk appetites depending on their 
sector, culture, and objectives. A range of appetites exist for different risks and 
these may change over time.”” No risks should be acceptable which exceed 
the defined risk appetite. However, ‘risk appetite’ is not always quantifiable 
and may require managerial judgement. PFM/IC requires a managerial 
approach to the delivery of the objectives of an organisation, and as all mana- 
gerial decisions involve a greater or lesser degree of risk, the existence of a risk 
appetite statement provides guidance to managers about the risks that can be 
taken to achieve an objective.” 

In making decisions about risk two features are important. These features 
are what is the likelihood of the risk occurring and if the risk does occur what 
will be the impact? The management should assess these in terms of how the 
risk will affect the achievement of the objectives and performance standards 
and objectives. The estimates of the costs can then be compared with the costs 
of taking mitigating actions and the extent to which those mitigating actions 
will reduce the risk. This type of analysis can be undertaken with varying 
degrees of detail and complexity, depending on the purpose of the analysis, 
the availability and reliability of information and the resources available. Also 
risk analysis can be influenced by opinions, biases, perceptions of risk and 
judgements and the quality of the information used. Often a scoring method 


Institute of Risk Management UK 2017 (https://www.theirm.org/knowledge-and-resources/thought- 
leadership/risk-appetite-and-tolerance/). 

3 A risk appetite statement sets out the amount and type of risk that an organisation is willing to take in 
order to meet its strategic objectives. The appropriate level of risk will depend on the nature of the work 
undertaken and the objectives being pursued. 
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may be applied to provide a basis for assessing the significance of the risk. 
Both impact and likelihood should be scored (although some risks may be 
difficult to quantify and managers will need to make judgements).” 

The Institute of Risk Management has listed stages in the development of 
risk appetite statements.”” These are: 


1. “Identify stakeholders and their expectations, together with an analysis of 
the risks to strategy, tactics, operations, and compliance, as set out in the 
risk register. 

2. Establish the desired level of risk exposure that will lead to a risk appetite 
statement that provides a set of qualitative and quantitative statements. 

3. Define the range of acceptable volatility or uncertainty around each of the 
types of risks leading to a statement of acceptable risk tolerances. 

4. Reconcile the risk appetite, risk tolerances with the current level of risk 
exposure and plan actions to bring current risk exposures into line with 
risk appetite. 

5. Formalize and ratify a risk appetite statement(s), communicate the state- 
ment with stakeholders and implement accordingly.” 


Publication 


Risk management/appetite statements ideally should be published on the 
grounds of transparency and accountability and as one of the improvements 
emerging from the development of the quality of corporate governance. In 
countries which are in the process of adopting PFM/IC, there are basically 
two other significant reasons for the ministry of finance ‘driver’ department to 
require the development of annual risk management/appetite statements and 
for the completion of such a statement to be a specific responsibility of top 
and senior management. These are: 


e To cause top and senior management to be aware of their risk management 
responsibilities and that risk management is not a lower level requirement 
which can easily be met by leaving it to lower level staff or internal audit 
and to be completed through the traditional bureaucratic procedures; and 


*4 Scoring may be on a three- or five-point scale. With a three-point scale the scoring would be ‘high’ (3), 
‘medium’ (2) or ‘low (1). The five-point scale elaborates on these three points. The overall risk assessment 
calculation is made by multiplying the two scores. 


3 https://www.theirm.org/media/3296897/0926-IRM-Risk-Appetite-12-10-17-v2.pdf. 
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e To require top and senior management to engage in the systematic and 
ongoing review of risks and to then make decisions about the range of risks 
that the organisation faces, the extent to which risk is acceptable in order 
to achieve objectives and the appropriate mitigating measures. 


Examples of risk management statements are included in the annex to this 
chapter. They reflect different approaches to risk management. The common 
features are that the details are published and the approaches to risk manage- 
ment as well as who is responsible are also made clear. In other words, they 
meet the most desirable features of transparency and accountability. 
Unfortunately, countries currently adopting PFM/IC do not appear so far, to 
publish such types of statements. Yet a requirement for top and senior man- 
agement to publish such statements would encourage risk management to 
become embedded into managerial arrangements. In the examples, risk man- 
agement is shown to be a fundamental feature of management processes and 
therefore the operational context will reflect this as will the existence of objec- 
tives and performance information coupled with accountability pressures to 
achieve those objectives and levels of performance. Without a specific require- 
ment falling upon top and senior management to specify the risk manage- 
ment arrangements they have established and the extent to which risk is 
considered and is acceptable, there is every possibility that considerations 
about risk will be superficial. This in turn, means that there will be less likeli- 
hood of objectives and standards being achieved. What is published for exter- 
nal stakeholders such as other ministries and the ministry of finance as well as 
parliament, pressure groups and service users (i.e., civil society) may be differ- 
ent from that published for the benefit of internal stakeholders (i.e., primarily 
the managers within the organisation). Without such an internal statement, 
lower level managers within the organisation will be providing services and 
activities with no or insufficient guidance on the levels of risk that they are 
permitted to take. They may also be deterred from developing new ideas and 
proposals to improve services and activities for fear of taking on additional 
risks because they do not know what level of risk is acceptable to top and 
senior management. In an administrative culture that has been traditionally 
risk averse, which is the situation in most of the countries adopting PFM/IC, 
clarity about top and senior management towards risk is very important. 

Where publication of comprehensive information is deemed to be too dif- 
ficult in a particular country, then all such reports should be available inter- 
nally within a government. Similarly equivalent reports for individual local 
governments and state-owned enterprises should also be published. 
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Where agencies and state-owned enterprises are subject to the control or 
supervision by a ministry or local government, that ministry or local govern- 
ment should ensure, as part of its performance or service level agreement with 
the second-level organisation, whether market or non-market based (see 
Chap. 12), that risk management is introduced in those organisations. The 
risk management arrangements that have been put in place should be covered 
in the reporting arrangements between the second-level organisations and the 
controlling or supervising ministry or local government. (NB. A particular 
feature of the risk management control arrangements between first- and sec- 
ond-level organisations of whatever type should be that no fiscal risks should 
be entered into without the specific agreement of the first-level organisa- 
tion.) = 


A European Commission Overview About Risk Management and COSO 


A European Commission paper based upon COSO summarised the require- 
ments of risk assessment as the public organisation: 


6. Specifies objectives with sufficient clarity to enable the identification and 
assessment of risks relating to objectives. 

7. Identifies risks to the achievement of its objectives across the entity and 
analyses risks as a basis for determining how the risks should be managed. 

8. Considers the potential for fraud in assessing risks to the achievement of 
objectives. 

9. Identifies and assesses changes that could significantly impact the system of 
internal control.” 


11.3.2.5 The Monitoring Activities Standard 


‘The purpose of monitoring is to evaluate whether the arrangements for PFM/ 
IC are making it possible for an organisation to achieve its objectives, doing 
so efficiently and effectively, to time, to standard and within budget and also 


26 Sources of fiscal risks include inadequacy of budgetary contingencies, guarantees given to third parties, 
public/private partnership arrangements, long-term contracts, environmental events, risks arising from 
the disposal or acquisition of assets and liabilities, compensation or other payments arising from legal 
challenges. 

77 SIGMA paper 59 June 2019 ‘Guidelines for assessing the quality of internal control systems” (https:// 
www.oecd.org/officialdocuments/publicdisplaydocumentpdf/?cote=GOV/ 
SIGMA(2019) 1 &docLanguage=En), pages 70 to 79. 
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within the laws and regulations to which the organisation is subject. 
Monitoring is also concerned to ensure that the organisation has adopted and 
is applying a commitment to integrity and ethical values. If these features are 
not occurring, the next question is why is this? The focus of monitoring in 
many countries that are introducing PFM/IC has been simply on whether the 
bureaucratic processes relating to the four other standards are in place with 
observations about the deficiencies that exist (if any). However, the SIGMA 
Guidelines for assessing the quality of internal control (IC) systems states that 
“Monitoring of the IC system is essential to ensure that IC remains aligned 
with changing objectives, environment, laws, resources, and risks. IC moni- 
toring assesses the quality of performance over time and promptly resolves the 
findings of audits and other reviews. Corrective actions are a necessary com- 
plement to control activities in order to achieve objectives.”* 

The monitoring processes that have been adopted in this author’s experi- 
ence do not in general appear to address the main purpose of the reform. In 
most countries they also do not recognise that each standard is not a ‘stand- 
alone’ process which can be separately assessed. The procedural processes asso- 
ciated with each standard, as has been shown, are not easy to separately 
identify except at the most superficial level. Because the standards are inter- 
locking, the monitoring process needs to reflect this. This will be best achieved 
by looking at the overall performance of the organisation in achieving its 
objectives and performance standards and objectives efficiently and effectively. 
Reliance is also often placed on ‘self-certification’. What this means in practice 
is difficult to understand. The monitoring process needs to establish how far 
the assumptions, referred to at the beginning of this chapter, that lie behind 
the COSO process have been recognised. Monitoring is not therefore a sim- 
ple ‘tick-box’ end of year type of process checking that the required bureau- 
cratic procedures have been implemented. To emphasise, introducing the 
COSO standards is not simply a bureaucratic exercise but it has a specific 
purpose. This purpose is to achieve the objectives of the organisation effi- 
ciently and effectively, to time within budget, to standard with proper regard 
for integrity and ethical values, transparency and accountability and as part of 
this ensure that the law and regulatory requirements to which the organisa- 
tion is subject are fully met. Monitoring should be aimed at this purpose, that 
is, is it being achieved and if not why not? Anything else at best can be regarded 
as an interim process. Each of the individual standards is ultimately aimed at 


28 SIGMA PAPER No. 59. Para 2.5 p. 51: OECD iLibrary | Guidelines for assessing the quality of inter- 
nal control systems (oecd-ilibrary.org). 
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this purpose. The most effective test for the application of PFM/IC is how 
successful the organisation management has been in meeting this purpose. 
That is the point from which monitoring should start. 

Without such an evaluation, whether the COSO standards have been 
properly applied cannot be established. Therefore, whether the policy of 
PFM/IC is meeting expectations also cannot be established. So, the question 
cannot be asked. Monitoring should start from whether the objectives and 
performance standards and objectives of the organisation have been achieved 
efficiently and effectively, within the law and budgetary constraints. The mon- 
itoring aim should then be to identify if they have not, what are the weak- 
nesses that have allowed this to occur. 

Monitoring responsibility within an organisation should be that of the top 
and senior operational management where the overall responsibility lies for 
the achievement of the objectives and performance standards. Monitoring 
should form part of the accountability arrangements flowing up the organisa- 
tion, ultimately to the top and senior management, official and political. 
Monitoring should identify weaknesses in the quality of the management of 
the organisation itself (i.e., technical, operational and financial). A failure to 
properly carry out certain procedures is a management failure, not just a pro- 
cedural failure which can simply be corrected by bureaucratic action. 

Apart from the top and senior management, monitoring will be of concern 
to others. One will be to external regulators concerned with the observance of 
technical standards, another will be to the ‘driver’ department of the ministry 
of finance responsible for the application of PFM/IC and a third will be to 
parliament. The role of the ministry of finance in monitoring should be to 
judge the quality of operational management. Lack of achievement of objec- 
tives and performance standards, a failure to meet external regulatory stan- 
dards as well as the quality of financial control should affect future budgetary 
allocations. Parliamentary monitoring (i.e., scrutiny) should have a central 
concern for the quality of management, the delivery of objectives efficiently 
and effectively and the meeting of technical regulations. Parliament may have 
its own scrutiny requirements and it may rely for advice on the external audi- 
tor who should have a concern about the quality of public expenditure 
through its assessments of value for money. This may lead on to a further form 
of external scrutiny, that of civil society. 

What should also stimulate monitoring is that it should result in each pub- 
lic organisation publishing an annual report covering all its activities and, 
unless consolidated into a whole of government statement, its financial state- 
ments, along with a ‘statement of internal control’ (see Chap. 13). The ‘state- 
ment of internal control’ should describe the effectiveness of internal controls 
applying within an organisation. 
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Monitoring should be an ongoing process and the PFM/IC driver depart- 
ment should provide advice on how that is to be undertaken, including the 
extent of the monitoring required. As PFM/IC is developed it may also wish 
to regularly review the outputs of those monitoring arrangements. 

Internal audit has an important role in the monitoring process. But it can 
only undertake this role effectively if internal audit recognises that it is operat- 
ing within the managerial context set by PFM/IC. This means that internal 
audit should have a thorough understanding of the PFM/IC reform and how 
it affects decision making by managers. Therefore, the training of internal 
audit should be aimed to ensure that internal audit capability extends beyond 
traditional internal control monitoring based simply upon systems controls 
with a focus upon financial and budgetary controls. 

The aim of an internal audit evaluation is to provide a ‘lens’ to show to the 
top and senior operational management how effective the application of the 
COSO standards by management is. 

A European Commission paper based upon COSO summarised the 
requirements of monitoring as the public organisation: 


16. Selects, develops and performs ongoing and/or separate evaluations. 
17. Evaluates and communicates deficiencies.” 


11.4 Summary 


In this chapter the international standards of internal control have been 
described. These standards are essentially managerial disciplines. The context 
into which they are to be applied is an operational management context. 
These international standards cannot be isolated from this managerial context 
and treated as individual ‘stand-alone’ features of PFM/IC. The impact of 
each standard also cannot be clearly separated one from the other. Yet that is 
how they are treated in many developing and transition economy countries 
applying the standards. In considering the application of these standards 
regard should also be had to the assumptions that underpin these standards 
and these assumptions reflect the managerial context in which the standards 
are to be applied. Again, this is not usually something which is either recog- 
nised or considered. 


2° SIGMA paper 59 June 2019 “Guidelines for assessing the quality of internal control systems” (https:// 
www.oecd.org/officialdocuments/publicdisplaydocumentpdf/?cotesGOV/SIGMA(2019)1& 
docLanguage=En), Pages 92 to 96. 
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The detailed analysis of the application of each of these standards demon- 
strates how they impact upon the managerial arrangements. Those managerial 
arrangements should be designed to deliver the objectives and performance 
standards and objectives of the organisation efficiently and effectively within 
the budgetary and legal framework. These standards apply principally to oper- 
ational management. Therefore, an important precursor to their implementa- 
tion is the separation of operational management from the political level. 
‘These standards though also provide an opportunity for the political level of 
management to have an informed insight into how well the operational level 
of management is working. From this point of view therefore the political 
level of management should support the full application of these standards, 
but again what is essential is managerial reform. 

An indicator of how well the standards have been applied would be 
described in the statement of internal control which each organisation ought 
to prepare as part of the annual reporting arrangements (see Chap. 13). This 
statement should be available to the ministry of finance, to parliament and to 
the wider public (civil society) as part of the transparency and accountability 
arrangements. Either accompanying the statement of internal control or sepa- 
rately, a public organisation should publish a statement about its approach to 
risk, that is, its risk appetite. 


Annex 1 
Examples of Risk Management Statements 


Examples of risk management statements are set out below in a summarised 
form. Practical examples can be found by searching the web. Not all organisa- 
tions are willing to publish such statements but with the introduction of 
PFM/IC and the emphasis upon transparency and accountability and an 
increased quality of governance, the managerial assumption should be in 
favour of publication unless there are very good reasons not to do so. These 
examples are for a hospital, a university and a state-owned industry and are 
based upon UK organisations. (These statements have been slightly edited by 
the author for publication within the context of this guide.) 


Example 1. A hospital (Hospitals provided as part of the UK National Health 
Service (NHS) are established as trusts and are governed by trust boards. An 
operational management with a chief executive has the delegated responsibil- 
ity for the day-to-day management of the hospital and is accountable to 


the board.) 
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Risk Management Example Statement 
Overview 


The aim is to provide high-quality, effective and safe services which improve 
the health, wellbeing and independence of the population it serves. The Board 
[i.e., the governing board of the hospital] recognises risk is inherent in the 
provision of healthcare and its services, and therefore a defined approach is 
necessary to identify risk context, ensuring that the Organisation understands 
and is aware of the risks it’s prepared to accept in the pursuit of the delivery of 
the Organisation’s aims and objectives. This Statement sets out the Board’s 
strategic approach to risk-taking by defining its boundaries and risk tolerance 
thresholds and supports delivery of the Risk Management Strategy and Policy. 


Risk Appetite Statement 
Clinical Effectiveness 


e We will provide high-quality services to our patients and not accept risks 
that could limit our ability to fulfil this objective. This key value is a driver 
that directly supports our core objective to improve our patients’ care out- 
comes, and that of their family and friends, by providing personalised and 
responsive services. 

e We are strongly averse to risks that could result in poor quality care or 
unacceptable clinical risk, non-compliance with standards or poor clinical 
or professional practice. 


Board Committee/ 


Category Sub-committee (12+) Divisional Governance (9+) 
Clinical & Care Risks relating to All clinical & care outcomes risks scoring 
Outcomes clinical & care 9+ will be reviewed at the appropriate 
outcomes scoring monthly divisional governance 


12+ willbe reported meeting. 
to the Quality & 
Safety Committee. 


Patient Safety 


e We will hold patient safety in the highest regard and are strongly averse to 
any risk that may jeopardise it. This key value is a driver that directly sup- 
ports our core objective to improve the safety of our services to patients. 
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e It can be in the best interests of patients to accept some risk in order to 
achieve the best outcomes from individual patient care, treatment and 
therapeutic goals. We accept this and support our staff to work in collabo- 
ration with people who use our services to develop appropriate and safe 
care plans based on assessment of need and clinical risk. 


Board Committee/ 


Category Sub-committee (9+) Divisional Governance (6+) 
Patient Risks relating to patient All patient safety risks scoring 6+ will be 
safety safety scoring 9+ will be reviewed at the appropriate monthly 


reported to the Quality & divisional governance meeting. 
Safety Committee. 


Finance 


e We will strive to deliver our services within the budgets modelled in our 
financial plans. However, budgetary constraints will be exceeded if required 
to mitigate risks to patient safety or quality of care. All such financial 
responses will ensure optimal value for money. 


Board Committee/Sub-committee 


Category (15+) Divisional Governance (12+) 

Finance Risks relating to finance scoring All finance risks scoring 12+ will 
15+ will be reported to the be reviewed at the appropriate 
Finance & Performance monthly divisional governance 
Committee meeting. 


Patient and Service User Experience 


e We will accept risks to patient and service user experience if they are con- 
sistent with the achievement of patient safety and quality improvements. 

e We will only accept service redesign and divestment risks in the services we 
are commissioned to deliver if patient safety, quality care and service 
improvements are maintained. 


Board Committee/Sub- 


Category committee (12+) Divisional Governance (9+) 
Patient and service Risks relating to patient All risks relating to patient 
user experience experience, engagement or experience, engagement or 
stakeholder relationships stakeholder relationships 
scoring 12+ will be reported scoring 9+ will be reviewed 
to the Quality & Safety at the appropriate monthly 
Committee divisional governance 


meeting. 
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Workforce 


e We are committed to recruit and retain staff that meet the high-quality 
standards of the organisation and will provide ongoing training to ensure 
all staff reach their full potential. There are few circumstances where we 
would accept risks associated with the delivery of this aim. 

e We will not accept risks associated with unprofessional conduct, bullying 
or an individual’s competence to perform roles or tasks safely and nor any 
incidents or circumstances which may compromise the safety of any staff 
members and patients or contradict our values. 

e For patient safety, quality care, service delivery and financial sustainability 
reasons we are prepared to consider risks associated with the implementa- 
tion of non-NHS [National Health Service] standard terms and conditions 
of employment, innovative resourcing and staff development models. 

e We are strongly averse to any risk that could result in staff being in non- 
compliance with legislation or any frameworks provided by profes- 
sional bodies. 


Board Committee/Sub- 


Category committee (12+) Divisional Governance (9+) 

Workforce Risks relating to workforce All workforce risks scoring 9+ will be 
scoring 12+ will be reported reviewed at the appropriate monthly 
to the Workforce & divisional governance meeting. 


Organisational Development 
Sub-Committee 


Infrastructure 


e We are committed to providing patient care in a therapeutic environment. 
e We will provide staff with appropriate space and supporting infrastructure 
in which to perform their duties. 


Board Committee/Sub- 
Category committee (12+) Divisional Governance (9+) 


Infrastructure Risks relating to infrastructure All Infrastructure risks scoring 9+ 
scoring 12+ will be reported to will be reviewed at the 
the Quality & Safety appropriate monthly divisional 
Committee. governance meeting. 
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Risk Tolerance 


Risk ‘tolerance’ is the minimum and maximum risk the organisation is willing 
to accept as reflected in the risk appetite themes above. 

Detailed thresholds are articulated in the Risk Management Strategy & 
Policy statement and are dependent on the type of risk, against which all iden- 
tified risks are assessed for their likelihood and impact using a risk scor- 
ing matrix. 

The Executive Risk & Assurance Group will oversee all risks that score 
outside the risk appetite monthly and has established a rolling programme 
where each division (including Corporate Services) will present their full risk 
registers. 

The Trust Board have agreed that all risks with total risk score of “12” will 
require executive oversight by the Executive Risk & Assurance Group. 

In addition, risks with an impact score of 5 (catastrophic) and likelihood of 
2 (unlikely) will also be regularly reviewed at executive level. 

Finally, themes and trends in reported risks will be identified and escalated 
as appropriate to ensure that multiple similar risks of a low impact and likeli- 
hood are not ignored. 

The Board has a range of committees and groups all charged with the 
responsibility of reviewing risks related to their terms of reference and subject 
matter ensuing those risks are controlled and, where necessary, escalated. 

Note by author: This statement is complemented by an appendix showing 
a risk management governance map, guidance on risk management scoring 
and guidance on risk likelihood scoring. 


Example 2. A university (The governance arrangements for a university in the 
UK are determined by the university’s constitution which in turn depends 
upon how the university was originally established. There is therefore no stan- 


dard model.) 


The university in this example has published a Risk Policy and Risk Appetite 
Statement. This is set out below as an example of a different approach to the 
publication of information about risk management. 

‘The university is governed by a ‘court’ which is the equivalent of a ‘board’ 
in other types of organisations. The chief official of the university who is the 
chairman of the university executive is the principal (other terms are used in 
other jurisdictions such as ‘vice-chancellor’), and the principal is responsible 
for the overall operation of the university including that risk is identified and 
effectively managed. 
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The Risk Management Objectives 


"The university s risk management objectives are as follows: 


. Strategic-level decision making and planning are informed by accurate and 


congruent assessment of risk across the diverse colleges, groups and subsid- 
iaries through formal university-wide enterprise risk management (ERM) 
framework and processes. 


. Effective college, group and subsidiary operational decision making is 


guided by accurate and congruent assessment of risk within and across 
their diverse business areas. The risk management framework and process 
in place at this operational level supports and feeds back into the strategic- 
level ERM framework, while meeting the needs of each distinct 
organisation. 


. All risk management across the university adheres to the current risk man- 


agement framework established by the court, while encouraging a culture 
of innovation and opportunity, informed risk-taking within the universi- 
ty’s risk appetite and an acknowledgement of risk as inherent in all activi- 
ties of the university. 


Framework 


The management of risks in the university is undertaken within a framework 
comprising: 


the values, vision, culture, mission and goals of the university and its con- 
stituent organisations; 


b. the university’s governance and reporting structures; 


o 


this Risk Policy and Appetite statement issued by the court; 

BSHSO 31000:2018 Risk management—Guidance standard, which defines 
the risk management process adopted by the university; 

the University Risk Management Guidance Manual; 

supporting tools and documents, such as risk register templates, likelihood 
and consequence criteria, and partner policies such as insurance, procure- 
ment, emergency management and business continuity, security, IT and 
financial control policies; and 

the assurance and audit processes. 
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Roles and Responsibilities 


An effective risk management programme should permeate existing manage- 
ment processes and provide assurance over the management of key risks. It 
requires interdependence between strategic and operational objectives, man- 
agement processes, governance arrangements and other policies. 

The court recognises that in order to pursue its objectives and to take 
advantage of opportunities, the university cannot avoid taking risks and that 
no risk management programme can aim to eliminate risk fully. Accordingly, 
the university’s approach to risk management is intended to increase institu- 
tional risk awareness and understanding and thus support taking risks where 
appropriate, in a conscious, structured and controlled manner. Risk manage- 
ment must be embedded throughout the university. It is not the sole respon- 
sibility of senior managers but should be exercised by all staff, particularly 
those with management or operational responsibilities. 


Role of the Court 


Court has a requirement under the legislation to ensure the establishment and 
monitoring of systems of control and accountability, including risk manage- 
ment. Accordingly, its role is to: 


a. Set the tone and influence the culture of risk management within the 
institution. 

b. Determine the nature and extent of the principal risks it is willing to take 
in pursuing the university’s strategic plan. This includes determining what 
types of risk are acceptable and which are not, and providing a risk appetite 
framework within which the appropriate level of exposure to risk can be 
determined in particular circumstances. 

c. Approve major decisions affecting the university’s risk profile or exposure. 

d. Ensure the establishment and maintenance of a risk register. 

e. Provide an annual disclosure about risk management in audited financial 
statements and submit an annual corporate governance statement to the 
Funding Council [an external body responsible for providing funding to 
universities] following advice from the audit committee, risk management 
committee, senior management, external and internal audit. 


420 N. Hepworth 


Role of the University Executive (UE) 
The UE is responsible for: 


a. Implementing court’s risk management policy. 

b. Ensuring that the major risks associated with significant proposals put to it 
have been properly considered and can be appropriately managed within 
the policy framework set by court. 

c. Ensuring that corporate risks are properly managed, reviewing evidence to 
this effect and ensuring measurement of results as appropriate. 

d. Communicating university policy and information about the risk manage- 
ment programme to all staff, subsidiary organisations and external partners. 


Roles of Heads of Colleges, Schools and Professional Services 


Responsibility for identifying and managing the risks in the university, as in 
any other organisation, lies with the management of the university. Heads of 
colleges, schools and professional services are responsible for: 


a. Appointing a senior manager to coordinate risk management within their 
organisation. 

b. Ensuring compliance with university and college policies. They have a 
responsibility to identify, evaluate and manage strategic and operational 
risks in accordance with the university’s risk management policy and pro- 
cess, ensure each risk is assigned a risk owner and bring emerging corporate 
risks to the UEs attention. 

c. These managers should ensure that everyone in their area of responsibility 
understands their risk management responsibilities and must make clear 
the extent to which staff are empowered to take risks. 


Role of the Risk Management Committee 


"The role of the risk management committee is to support and advise the man- 
agement, and through it the court, on the implementation and monitoring of 
the risk management policy. Its remit is to: 


a. Ensure that the identification and evaluation of key risks that threaten 
achievement of the university’s objectives is carried out and that a register 
of these risks is maintained. 
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b. Identify the strategy in place to manage such risks, including identification 
of appropriate risk owners and monitoring the satisfactory operation of the 
management strategy. 

c. Satisfy itself that other risks are being actively managed, with the appropri- 
ate strategies in place and working effectively. 

d. Report regularly to the court through the UE and the audit & risk com- 
mittee on the achievement of the remit. Contribute to raising awareness of 
risk generally across the University and to maintaining the profile of risk 
management. 

e. Address such other matters related to risk as may arise from time to time. 


The University Risk Manager 


"The risk manager is a part of corporate services group. The risk manager is 
responsible to the risk management committee for: 


e Facilitating the implementation of the standard risk management frame- 
work and process across the university. 

e Assisting with the analysis of operational-level risk and the roll-up of sig- 
nificant risks to the strategic level. 

e Providing risk management advice and assistance to all organisations within 
the university. 


Role of Internal Audit 


Internal audit is responsible for independently and regularly reviewing the 
operation of the overall risk management process in the university. In doing 
this, it has regard to best practice as recommended by professional institutes 
and other relevant organisations. Internal audit will: 


a. Report its findings to the audit & risk committee. 


b. Advise and make recommendations to the risk management committee 
and senior managers as appropriate. 


Role of the Audit & Risk Committee 


The audit & risk committee is responsible for monitoring the university’s 
general arrangements for risk management, and specifically for: 
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a. Advising the court on the effectiveness of policies and procedures for risk 
assessment and risk management. 

b. Annually reviewing the university's approach to risk management and, if 
appropriate, recommending changes or improvements to key elements of 
its processes and procedures. Providing a statement to the court annually 
indicating how the university has complied with good practice with regard 
to corporate governance and, in particular, in relation to effective risk 
management. 


Role of All Faculty and Staff 


All faculty and staff have a critical role to play in risk management. As a mini- 
mum, all members of the university have a responsibility to: 


a. Effectively manage risk within their areas of responsibility in accordance 
with the university’s risk management policy and process. 
b. Report risks beyond their scope of authority or resources to their superiors. 


Risk Appetite 


The risk policy and appetite establish the court’s commitment to the risk 
management framework and process, set the goals and objectives of the uni- 
versity s risk management process, lay out risk management roles and respon- 
sibilities throughout the university and specify the amount of risk the 
university is willing to seek or accept in the pursuit of its long-term objectives. 
It indicates the parameters within which the university would want to con- 
duct its activities. 

In terms of priorities, the need to avoid reputational, compliance and over- 
all financial risk will take priority over other factors, for example, it will be 
acceptable to undertake risks in research activities providing they do not 
expose the university to undue reputational, compliance or financial risk. 
Similarly, the university is open to innovation in education and student expe- 
rience, if this supports and enhances its reputation and does not expose it to 
undue finance or compliance risks. A balanced assessment has to be taken of 
risks—in many cases there are risks attached to both doing something and 
doing nothing. 
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Given the devolved nature of the University, the Statement is intended to 
act as a set of limitations within which academic and professional managers 
and committees should conduct their affairs, indicating: 


a. the areas where colleagues should step out and be innovative; 

b. the areas where colleagues should be conservative and compliant in their 
activities and 

c. the ‘lines’ across which the university court and senior management do not 
wish to cross and where the university’s senior management and court 
would need to be notified. 


Where appropriate, the implementation of the statement will be incorpo- 
rated into processes and procedures of the university. 

Responsibility for managing the activities of the university within the state- 
ment of risk policy and risk appetite lies with the management of the univer- 
sity, in particular heads of colleges, schools, professional services and subsidiary 
companies, as well as key university and college committees. 


Statement of Risk Policy and Risk Appetite 


The university’s approach is to minimise its exposure to reputational, compliance 
and financial risk, whilst accepting and encouraging an increased degree of risk in 
pursuit of its mission and objectives. It recognises that its appetite for risk varies 
according to the activity undertaken and that its acceptance of risk is subject always 
to ensuring that potential benefits and risks are fully understood before develop- 
ments are authorised and that sensible measures to mitigate risk are established. 

The university's appetite for risk across its activities is provided in the following 
statements and is illustrated diagrammatically. 


Unacceptable to take risks Higher willingness to take risks 
1 2 5 4 5 6 7 8 9 10 
Reputation < > 
Compliance 
Financial < > 
Research < > 
Education and < > 
student 
experience 
Knowledge < > 


exchange 
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Unacceptable to take risks Higher willingness to take risks 
1 2 3 4 5 6 7 8 9 10 


International < > 
development 
Major change < > 
activities 
Environment < > 
and social 
responsibility 
People and < > 
culture 


Risk Appetite Criteria: 


Score Description 


1 Court unwilling to accept risks with potential to impact this operational 
area, as extreme damage to the viability of the university could result. 
Sub-optimal performance is unacceptable. Failure is not an option. No 
margin for error. 

2 Very reluctant to accept risks. Potential pay-off must substantially exceed 
costs, and robust controls must be in place to prevent or mitigate 
potential harm. Court must specifically approve taking these risks. 
Continual monitoring and regular reporting to court is expected if 
approval to proceed is granted. 

3 Reluctant to accept risks in this operational area. Detailed business plan 
with formal risk assessment would be required demonstrating value of 
taking these risks. Existing risks above ‘medium’ in these categories 
must be reported to risk management committee. 

4 Colleges and support groups can retain high risk in these areas, provided 
substantial potential benefits exist. Robust risk management and 
ongoing monitoring by heads of college is required. 

5 Retaining these risks can be considered by colleges and group provided 
resources exist internally to absorb potential losses and costs without 
impacting key operations and services, or other parts of the university. 

6 Pursuit of opportunities is encouraged provided risks are considered and 
documented, and resources applied are commensurate with the 
potential benefit to the existing goals and objectives of the 
organisation. 

7 Stretch targets are encouraged, even if failure is possible. Should not 
threaten the delivery of current key programmes, but project failure is 
possible and acceptable in pursuit of potential benefits. 

8 Project teams and service groups can proceed in the face of significant 
risks provided reasonable mitigation strategies are in place. Heads of 
school should likely be aware of these activities’ risks. 
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Score Description 


9 Individuals are free to innovate and take intelligent risks provided some 
potential benefits exist. 
10 Risk taking is encouraged, assuming it is legal and a degree of due 


diligence is applied. Chance of failure can be high and failure will be 
accepted in the pursuit of moderate rewards. 


Note: Any particular activity may incorporate many categories of risk. A research 
project, for example, may in and of itself be at high risk of failure, and the court 
may be willing to tolerate this. They would be unwilling, however, to accept any 
risk associated that the same project's failure to comply with statute, regulation, 
professional standards, research or medical ethics, bribery or fraud and would 
similarly want reasonable assurance that the project did not pose an undue 
financial liability risk 

Reputation—lt is regarded as critical that the university preserves its high rep- 
utation. The university therefore has low appetite for risk in the conduct of any 
of its activities that puts its reputation in jeopardy, could lead to undue adverse 
publicity or could lead to loss of confidence by the Scottish and UK political 
establishment and funders of its activities. 

Compliance—The university places great importance on compliance and has 
no appetite for any breaches in statute, regulation, professional standards, 
research or medical ethics, bribery or fraud. It wishes to maintain accreditations 
related to courses or standards of operation and has low appetite for risk relat- 
ing to actions that may put accreditations in jeopardy. 

Financial—The university aims to maintain its long-term financial viability and 
its overall financial strength. Whilst targets for financial achievement will be 
higher, the university will aim to manage its financial risk by not breaching the 
following minimum criteria?0: 

Operational, Quantitative, Quarterly test 


e We will ensure the basket of financial sustainability metrics is always at a weighted accept- 
able level. 


Liquidity and gearing, Quantitative, Monthly test 


e We will maintain at least one month's equivalent average spend in cash or short-term deposits 
or negotiated bank facilities. 

e We will ensure that the annual surplus before interest is at least two times the annual interest 
charge, except in exceptional circumstances as approved by Court. 

e We will limit borrowing over one year to 35% of net assets except in exceptional circumstances 
approved by court. 

e We will ensure that all cash invested through the endowment fund portfolio can be liquidated 
with three months" notice and that 30% can be liquidated with one month $ notice. 


Qualitative 


e We will maintain access to liquidity that will allow us to meet our obligations, even under 
stressed scenarios. 
e We will limit volatility impact by securing fixed-rate long-term borrowing. 


30 These have been developed in conjunction with the Director of Finance. 
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e We will maintain a portfolio of highly liquid assets to meet the liquidity outflows that may occur 
over the near-term. 
e We will maintain a contingency plan to address any unforeseen events. 
Surplus, Quantitative, Annual test 
e We will deliver a minimum annual operating surplus of at least 2% of turnover over any three- 
year period unless court approves a specific alternative. 
e We will operate with a staff cost/total expenditure ratio of less than 60%. 


The above statements take priority over the statements of areas of risk appetite below. 

Research—The university wishes to be at the leading edge in the creation of 
knowledge and making a difference to society. It wishes to grow its research 
activities and improve its performance in each REF [research excellence frame- 
work] assessment compared to the previous assessment. It recognises that that 
this will involve an increased degree of risk in developing research activities and 
is comfortable in accepting this risk subject to (a) limitations imposed by ethical 
considerations and (b) ensuring that potential benefits and risks are fully under- 
stood before developments are authorised and that sensible measures to miti- 
gate risk are established. 

Education and Student Experience—The university wishes to stimulate stu- 
dents to develop a lifelong thirst for knowledge and learning and encourage a 
pioneering innovative and independent attitude and an aspiration to achieve 
success. It expects as a minimum to be in the top quartile of surveys related to 
student experience. It recognises that this should involve an increased degree of 
risk in developing education and the student experience and is comfortable in 
accepting this risk subject always to ensuring that potential benefits and risks are 
fully understood before developments are authorised and that sensible mea- 
sures to mitigate risk are established. 

Knowledge Exchange—The university wishes to be amongst the leaders in 
transforming knowledge, ideas, skills and expertise into advice, innovation, 
intellectual property and enterprise, thereby enriching society. It recognises that 
developing this may involve an increased degree of risk and is comfortable in 
accepting this risk subject always to ensuring that potential benefits and risks are 
fully understood before developments are authorised and that sensible mea- 
sures to mitigate risk are established. 

International Development—The university aims to achieve global impact in 
its activities and to promote research and other collaborations and staff/student 
exchanges with leading institutions across the world. It has a strong appetite for 
developing such networks to the extent that they support the mission and repu- 
tation of the university, a medium appetite for investing in research facilities 
overseas and a low appetite for investing in the development of student cam- 
puses outside of the UK. 

Major Change Activities (e.g., projects, collaborations, mergers)—Major change activi- 
ties are required periodically to develop the university and to adapt to changes 
in the regulatory and technological environment and in the nature and conduct 
of the university's activities. The university expects such changes to be managed 
according to best practice in project and change management and has low appe- 
tite for deviating from such standards. 

Environment and Social Responsibility—The university aims to make a signifi- 
cant, sustainable and socially responsible contribution to Scotland, the UK and 
the world through its research, education, knowledge exchange and operational 
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activities. It recognises that this should involve an increased degree of risk and is 
comfortable in accepting this risk subject always to ensuring that potential ben- 
efits and risks are fully understood before developments are authorised and that 
sensible measures to mitigate risk are established. 

People and Culture—The university aims to value, support, develop and utilise 
the full potential of our staff to make the university a stimulating and safe place 
to work. It places importance on a culture of academic freedom, equality and 
diversity, dignity and respect, collegiality, annual reviews, the development of 
staff, and the health and safety of staff, students and visitors. It has low appetite 
for any deviation from its standards in these areas. 


Example3. A State-Owned Enterprise: (This is an extract from NETWORK 
RAIL LIMITED ANNUAL REPORT AND ACCOUNTS 20165) 


Network Rail owns and operates most of Britain’s railway infrastructure, 
including 20,000 miles of track, 30,000 bridge and viaducts and thousands of 
signals, tunnels, level crossings and points. We also manage rail timetabling 
and operate 20 of the largest stations. Our role is to provide a safe, reliable and 
efficient railway while growing and upgrading the network to better serve pas- 
sengers and freight. 

Network Rail is a public sector company, answerable to the Department for 
Transport (DfT) and Transport Scotland. It is governed by a board. 

OUR APPROACH TO RISK MANAGEMENT 

Our assets across the country work 24 hours a day, seven days a week, to 
provide a safe, reliable rail network. We are committed to providing a railway 
infrastructure that meets the performance and safety expectations of the trav- 
elling public, operating companies, and the tax payer. 

With many assets working with often extreme environmental pressures, 
occasionally things break down. We are committed to resolving issues quickly 
in order to maintain service. We are also committed to improving our assets 
through comprehensive enhancement and maintenance programmes. In 
scheduling this work we recognise the disruptive impact on both the public 
and our commercial customers and strive to minimise disruption to complete 
works as efficiently as possible. 

The purpose of our Enterprise Risk Management (ERM) process is to iden- 
tify and mitigate risks to the delivery of a safe, reliable, and efficient service to 


3! https://www.networkrail.co.uk/wp-content/uploads/2016/11. 
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our customers. Our ERM framework supports all areas of the business to 
recognise both risk and opportunity early. Early recognition of risk allows us 
to work collaboratively and proactively with customers, stakeholders, and 
suppliers to manage our extensive portfolio of works better. Being better every 
day requires us to look at areas where we can improve our service. By careful 
consideration of risk, we can focus on those opportunities that have the high- 
est potential to increase efficiency and provide a better experience for our 
customers. 
Introduction: 


Across Network Rail our approach to risk management balances the risks 
associated with our operational environment with identifying opportuni- 
ties to improve performance through careful acceptance of some risk. We 
recognise our status as a regulated rail network infrastructure provider and 
the importance of maintaining essential service provision. 

We have reviewed the original risk mitigations in place to manage the costs of 
our enhancement and maintenance works portfolio. The three major 
reviews ... completed this year have also affected our risk landscape. Whilst 
the full extent of any future structural changes are yet to be understood, we 
will be proactive in looking at the opportunities available and how we can 
effectively manage the risks. 

Due to the nature of some of our principal risks and the level of uncertainty, 
we continually assess both the risk and the appropriateness of mitigations. 


Embedded Risk Management Processes: 


We take an enterprise-wide approach to risk management and have in place 
an ERM framework for the identification, analysis, management and 
reporting of all risks to strategic objectives. The framework also takes 
account of operational risk and recognises the need for specialist approaches 
in areas such as safety, project management and information security. The 
use of a standard risk assessment matrix and defined risk appetite supports 
and enables the integration of the strategic and operational risk manage- 
ment approaches. Clear escalation criteria and the use of business assurance 
committees throughout the business provide structure, increasing visibility 
and challenge on the management of risks. 

Whilst the ultimate responsibility for risk management rests with the board, 
it delegates the more detailed oversight of risk management and internal 
control principally to the audit and risk committee, which reports the find- 
ings of its reviews to the board. 
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"The audit and risk committee receives regular reports from the internal audi- 
tors and independent auditor and reviews progress against agreed action 
plans to manage identified risks. 

Detailed oversight of safety-related risks is delegated to the safety, health and 
environment committee. 


Approach to Risk Assessment: 


The ERM framework provides a standardised approach to the identification, 
assessment, recording and reporting of significant risks. We analyse the 
possible causes of a risk and assess what the impact could be if the risk were 
to occur. By using standard risk assessment criteria based on our perfor- 
mance targets we are able to have a visible link to the achievement of busi- 
ness objectives. 

For each risk we identify current controls and their effectiveness to manage 
underlying causes and minimise consequences. We identify risks from a 
strategic view (top down) and from the operational environment (bottom 
up) to give better visibility of risk exposure across the business. 

Monitoring risk exposure and the effectiveness of the controls in place is an 
ongoing part of risk assessment. The establishment of early warning indica- 
tors is one of the most recent areas of improvement activity within the 
framework. We have introduced visualisation boards to aid the monitoring 
of performance against operational targets. These boards, as part of the 
periodic reporting process, are also being used to track early warning indi- 
cators linked to risks. 

We have also introduced further clarity around linked risks through innova- 
tive use of visualisation technology. This allows us to see the relationships 
between risks and analyse potential aggregated impacts or weak controls. 

Through the use of defined risk appetite and our ability to see the relation- 
ships between our principal risks we can further analyse our capacity to 
manage risk outcomes. This also enhances our ability to make decisions on 
which risks require further mitigation or where we can pursue opportunity. 


Categories of Risks (i.e., Safety, Performance, Value) and Who 
Manages Them: 


All principal risks are mapped to performance reporting and strategic objec- 
tives. The assessment of risk is informed by the performance targets and the 
company’s risk appetite statements. Each principal risk is appointed an 
executive committee owner. 
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Network Rail’s Defined Risk Appetite Is as Follows: 


‘Network Rail has no appetite for safety risk exposure that could result in 
injury or loss of life to public, passengers, and workforce. Safety drives all 
major decisions in the organisation. All safety targets are met and improved 
year on yeat.’ 

‘In the pursuit of its objectives, Network Rail is willing to accept, in some 
circumstances, risks that may result in some financial loss or exposure 
including a small chance of breach of the loan limit. It will not pursue 
additional income generating or cost saving initiatives unless returns are 
probable (85 percent confidence internal (CI) for income; 60 percent CI 
for cost where potential for cost reductions are large).’ 

“The company will only tolerate low to moderate gross exposure to delivery of 
operational performance targets including network reliability and capacity 
and asset condition, disaster recovery and succession planning, breakdown 
in information systems or information integrity.’ 

“The company wants to be seen as best in class and respected across industry. 
It will not accept any negative impact on reputation with any of its key 
stakeholders, and will only tolerate minimum exposure i.e., minor negative 
media coverage, no impact on employees, and no political impacts.’ 


Risk Area: 


Safety 

‘Three strategic risks are identified. The responsible risk owners are: The Group 
Director of Safety, Technical and Engineering and the Managing director, 
England and Wales. 


Value: 


One strategic risk is identified. The responsible risk owner is the Chief Finan- 
cial Officer. 


Performance: 


Six strategic risks are identified. The responsible risk owners are: the Group 
Human Resources director; the Managing director, England and Wales; the 
Managing director, Infrastructure Projects. 

The annual report identifies in detail each area of strategic risk and these can 
be found on pages 38 to 42 of the annual report. 
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Managing and Controlling Second-Level 
Organisations: The Responsibilities 
of the First-Level Organisation 


A feature of many public sector organisations is the existence of ‘second level’ 
organisations. In considering the introduction of PFM/IC regard should be 
had to how these organisations are managed by the controlling or first level 
body. There are different types of second-level organisations and the focus in 
this chapter is on those that have delegated powers from the central or local 
government. Second-level organisations are widely used by central and local 
governments with many different types of organisational arrangement. There 
is no single model which can be regarded as appropriate for all countries and 
all types of second-level organisation operating with a delegated power struc- 
ture. Included in this chapter is a reference to private finance initiative (PFI) 
arrangements, which although do not strictly fall into the category of a 
second-level organisation, but can have similar characteristics from a control 
perspective. 

There are different reasons for establishing second-level organisations, not 
all of which may be appropriate. Specific regulations should be issued indicat- 
ing when such organisations can be established. These regulations should 
specify a formal process of approval which for central government should 
involving not only the ministry concerned but also the ministry of finance. 
Second-level organisations with delegated powers can be used for commercial 
and non-commercial purposes and sometimes they provide both types of ser- 
vices or activities at the same time. The evidence from several developing and 
transition economy countries is that such organisations may not be well man- 
aged by their owning or controlling first-level organisation and they may set 
their own agendas rather than have them set for them, as they should, by the 
controlling or owning first-level organisation. Regular reviews of such 
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organisations, including whether their continued existence can be justified, 
do not happen but again such reviews ought to occur. 

This chapter describes the actions that first-level controlling or owning 
organisations should take to properly exercise their responsibilities towards 
their second-level organisations operating under delegated powers and towards 
PFI arrangements. 

Examples are also included of how two developed economy countries man- 
age the establishment and control of second-level organisations. They both 
require tight oversight by the controlling or owning first-level organisation to 
be exercised over the second-level organisations. 


12.1 An Overview of the Control of Second- 
Level Organisations with the Development 
of PFM/IC 


12.1.1 The Context for Establishing 
Second-Level Organisations 


Second-level organisations also come in various forms. These have been clas- 
sified by Cohen and Peterson’ into three types of decentralisation, that is, 
devolution, de-concentration, and delegation: 


1. Devolved decentralisation is autonomous local government although the 
interpretation of the term ‘autonomous’ can vary widely and heavily 
depends upon the financial relationships between central and local govern- 
ments. Local governments can issue their own laws and regulations within 
defined limits, prepare budgets, raise local taxes, publish annual financial 
statements and be subject to external audit. They may or may not be able 
to borrow. They may be able to develop their own chart of accounts but in 
some countries, they may be required to utilise the one available through a 
central government Integrated Financial Management Information 
System (IFMIS). 

2. De-concentration: This is where a central ministry retains what it regards 
as the most significant powers, particularly over the development of policy 
and finance for a service but delegates to regional or branch offices respon- 
sibilities for the implementation of the service. 


! Administrative Decentralization: Kumarian Press 1999 pp. 24-29 
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3. Delegation: This refers to circumstances where a central government, or a 
local government, delegates responsibility for defined areas of policy to 
organisations which are under its direct or indirect control or in some cir- 
cumstances may be autonomous such as non-governmental organisations. 
Delegation may sometimes include power to develop particular areas of 
policy, as well as being responsible for the implementation of certain areas of 
policy. This usually occurs where a central government (or ministry or local 
government) feels that a service can be provided more efficiently, effectively, 
and accountably. It may also occur where a particular service or activity is 
revenue raising. Delegation can sometimes lead on the privatisation. 


In this chapter the definition of second-level organisations is limited to the 
third category of organisations, that is, those which have delegated powers. 
"The problems that arise for governments to address is why have such delega- 
tion arrangements been made, how to ensure the highest level of effectiveness 
and efficiency are delivered and how to decide whether those arrangements 
should continue? 

Other questions may arise, for example, about the desirability of pushing 
accountability downwards, about privatisation and limiting the size and role 
of the central state or indeed of local government. Consequently, a discussion 
about second-level organisations may not be simply limited to organisational 
issues but can develop into a discussion about how public services are to be 
delivered. Should they be retained fully under the control of the public sector 
or should they be delegated to the private sector through arrangements such 
as those associated with private finance initiatives (PFI). That is a question 
which can follow on from the examples taken from two developed countries 
described later in this chapter. 

Second-level organisations can be responsible for almost any aspect of gov- 
ernment, from delivering public services, to collecting taxes, to providing 
advice and to undertaking regulatory activities. 

A primary question to be considered is the funding of second-level organ- 
isations. The ultimate guarantor of the financial resilience of a second-level 
organisation is likely to be either the central or the local government, that is, 
the provider of public money. Public money is not just that provided from the 
budget but it can include foreign aid as well as income earned by second-level 
organisations themselves, particularly trading second-level organisations. In 
some countries where foreign aid is important it can also include non- 
monetised support provided in various forms. 

PFI arrangements have been defined as a system in which private compa- 
nies build and sometimes manage large projects such as hospitals or roads, 
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and then the government pays to use them.’ The assets that are provided in 
this way very often are ultimately returned to the public sector at the end of 
the contract period. 


12.1.2 The Criteria for Establishing 
Second-Level Organisations? 


Second-level organisations with delegated authority can be grouped into three 
types depending upon their financial objectives. One type is those which are 
wholly funded from the budget of the first-level organisation. A second is 
those that provide services and activities for which they charge a fee although 
they may not actually be trading organisations with the budgetary contribu- 
tion essentially being a residual payment to cover those costs which cannot be 
recovered through fees. The third type is those which operate essentially as 
state owned enterprises and which may or may not be ‘profitable’. Ideally, 
criteria should be set which would define whether establishing a second-level 
organisation would be appropriate. The criteria should apply, in principle, to 
all second-level organisations. These criteria could include: 


e By providing a service or activity through a second-level organisation it can 
be demonstrably proved that the service or activity will be provided more 
efficiently and effectively than it would by being delivered directly by the 
controlling organisation. 

e The controlling organisation has a strong internal control and financial 
management capability along with a policy capacity to set the objectives, 
monitor the performance of the second-level organisation and to exercise 
effective oversight. 

e There is a sufficient ongoing demand for the service or activity, which 
means that the proposed second-level organisation does not represent sim- 
ply an immediate response to a short-term situation. 

e ‘The proposed service or activity is unique in that the same or a similar ser- 
vice or activity could not be provided by another second-level organisation, 
by the controlling organisation itself or by another first-level organisation. 

ə If the service or activity is to be delivered on a cost basis there are specific 
reasons why it should be provided by the public sector, rather than by the 
private sector and if provided by the public sector that it will be a service 
that can be expected to ‘break-even’ financially within a budget period or if 


2 Cambridge English Dictionary. 


5 Controlling organisations referred to in this chapter include central government ministries, local gov- 
ernments, and other public organisations. 
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a market based activity, that it will be a profitable activity according to 
conditions specified by the ministry of finance. 

e A business case and rationale for the delegation of responsibility to a 
second-level organisation can be made, demonstrating that there is a clear 
benefit for a delivery function to be carried out by a second-level organisa- 
tion rather than directly by the controlling organisation or by another 
second-level organisation: this business case should be reviewed by an 
organisation other than the controlling organisation, such as the ministry 
of finance. 

e ‘The service or activity proposed is a technical function for which external 
experts need to be employed rather than civil servants. 

ə ‘The service or activity needs to be, and be seen to be, delivered with abso- 
lute political impartiality, such as a regulatory service. 

e The second-level organisation will be of sufficient size that it can employ 
the appropriate staff and operate economically. That appropriate staff 
should include not only technical and financial expertise but also staff 
expert in personnel management because effective personnel management 
is essential to attract good-quality employees, to develop them and to 
retain them. 

e There is an acceptance that the need for the continued existence of the 
second-level organisation will be subject to periodic review. 


Proposals to establish second-level organisations should be measured against 
this set of criteria, along with any others that may be added to meet local 
circumstances. 

Important features of the relationships between controlling and second- 
level organisations are: 


e A clear separation exists of the management of the controlling organisation 
from that of the second-level organisation to avoid any conflict of inter- 
est emerging. 

e The controlling organisation must have a capacity to determine the condi- 
tions of any performance or service-level agreement and to effectively mon- 
itor those conditions, taking corrective actions as necessary. 

e Governance arrangements should be established including where appropri- 
ate governing boards for second-level organisations with the authority to 
ensure that the managers of those second-level organisations do achieve 
what they are expected to achieve. 

e All second-level organisations should be subject to external and internal 
audit with the external auditor’s report being submitted to the controlling 
organisation. 
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Where assets are provided through PFl-type contracts the reasons are usu- 
ally financial, that is, off-balance sheet financing arrangements and not to do 
with efficiency and effectiveness. The public sector pays a charge (often 
monthly) for the asset and that charge covers the costs of building the asset, 
financing it, and operating it for the whole length of the contract. 

Because operating circumstances do not remain the same for second-level 
bodies there should be a systematic review process, perhaps every 3 or 5 years 
(depending upon the service or activity being provided), so that whether the 
second-level organisation should continue is tested. That review process 
should involve the controlling organisation and at least the ministry of finance. 
For local government there should be a similar review process. With contrac- 
tual arrangements such as those for PFI-type schemes the opportunity for 
review during the contract period depends entirely upon the terms of the 
contract but those opportunities are likely to be much less than with conven- 
tional second-level organisation arrangements. 


12.1.3 Purpose of Establishing Second-Level 
Organisations and the Problems That Exist 


"There are some organisations such as an ombudsman or the state auditor or 
organisations with a judicial-type function which should be excluded from 
this discussion even though they depend upon public money for their effec- 
tive functioning. They may also receive their funding through the ministry of 
finance rather than directly through parliamentary decision. 

For second-level organisations with delegated powers, in general the main 
stated purpose of establishing them in developing and transition economy 
countries is usually to enhance efficiency and effectiveness through the devel- 
opment of a specialist management and by giving them more autonomy. 
There can be other reasons as well, often unspecified, including, for example, 
providing an opportunity to avoid budgetary controls or to create mecha- 
nisms to provide additional rewards to certain officials. 

Very often though, the identification and measurements of efficiency gains 
and the effectiveness of second-level organisations does not occur, even with 
this being the raison d'être for the establishment in the first place. Experience 
shows that unless second-level organisations have clear objectives and there is 
clarity about the anticipated improvements in efficiency and effectiveness, 
that managements have the financial and performance information necessary 
to enable them to judge efficiency and effectiveness, and that they are properly 
supervised by the controlling first-level organisation, the likelihood is that 
they will pursue their own interests in their own way. The result will be that 
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the controlling organisation will have difficulty in ensuring that the interests 
of the second-level organisation and those of the controlling organisation 
coincide and that what the second-level organisation is expected to achieve 
will in fact be achieved. One of the reasons for this will be an asymmetry of 
information. The second-level organisation will know more about all its activ- 
ities and policies than the controlling organisation. However, the principle 
should be that the objectives and interests of the controlling and second-level 
organisations should be compatible. 

Governments should have a developed policy, rather than ad hoc arrange- 
ments, towards the creation of second-level organisations. This developed 
policy should cover such issues as: 


e Initiation of the proposal: who should be the initiator of proposals for the 
establishment of a second-level organisation and the approval processes? 
What are the approval processes: is there any role for an assessor other than 
the organisation making the proposal, such as the ministry of finance? 

e Size: should there be a minimum size before any second-level organisation 
can be created? 

e Governance arrangements: who should appoint the chairman, board mem- 
bers and the chief executive? 

e Personnel policies: should these be specified covering, for example, the 
level of the personnel establishment and the reasons and arrangements for 
appointing staff as well as changing the level of staffing, the salary structures? 

e Justification: what is the justification for separating the functions of the 
proposed second-level organisation from those of the controlling 
organisation? 

e Periodic review: should there be an automatic process of review to deter- 
mine whether the second-level organisation should continue in existence 
after a specified period? 

e The arrangements of the controlling organisation: will the controlling 
organisation retain sufficient expertise to enable it to set objectives and 
performance standards including targets for the improvement of efficiency 
and effectiveness, to determine an appropriate budget and to ensure that it 
remains in effective policy control over the second-level organisation 
including that it meets the objectives and performance standards set by the 
controlling organisation? 

e Performance measurement arrangements: how will the second-level organ- 
isation performance be measured in delivering its objectives and perfor- 
mance standards and how is it proposed that the efficiency and effectiveness 
of the second-level organisation will be monitored? 
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e Accountability arrangements: what will be the accountability arrangements 
to the controlling first-level organisation? 


Establishing a second-level organisation is not ‘cost free’. There are the costs 
of establishing and managing the organisation itself as well as the additional 
costs incurred by the controlling organisation in supervising the performance 
of the second-level organisation. Where there are several (or sometimes many) 
such organisations these costs are multiplied. Proposals to establish second- 
level organisations should be carefully reviewed, not just by the controlling 
organisation but also by others involved in the development and management 
of public services, not least the ministry of finance. (In local government there 
should be also a third party involvement in the assessment. Who it should be 
would depend upon how a local government was organised.) However, any 
such second-level organisation should be required to be subject to audit by 
the local government auditor. 

Unless countries are clear about why they agree to the establishment of a 
second-level organisation and that they keep second-level organisation perfor- 
mance under review, a significant risk is that a second-level organisation will 
not only develop a ‘life of its own’ but the quality of performance may also 
deteriorate. A second-level organisation will generally want to justify its own 
existence and the continuation of its own programme of activity. If the con- 
trolling organisation is not either able or willing to exercise its control respon- 
sibilities the budget that the second-level organisation presents to the 
controlling organisation will be driven by the interests of the second-level 
organisation rather than by the interests of the controlling organisation. The 
controlling organisation, in effect, risks becoming subservient to the interests 
of the second-level organisation and therefore ineffective as a supervising 
organisation. This is inappropriate and the controlling organisation should be 
determining the policy and the strategy for the implementation of that policy 
by the second-level organisation. It should also be agreeing the performance 
standards and efficiency and effectiveness targets and hence the budget of the 
second-level organisation. This is a serious risk and the impact should not be 
underestimated. 


12.1.4 The Responsibilities of Controlling Organisation 


Controlling organisations as they represent the principal in the principal/ 
agency relationship which exists between a controlling organisation and a 
second-level organisation, have several responsibilities. As the principal, the 
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controlling organisation with PFM/IC should specifically determine the 
objectives and performance standards and objectives which second-level 
organisations are to achieve and should identify and agree the performance 
measures that are to be adopted to demonstrate whether they have been 
achieved in practice or not. These arrangements should be specified in some 
form of ‘contract’ or oversight agreement such as a performance or service- 
level agreement (see below). In legal terms an organisation cannot contract 
with itself and that agreement would need to be a memorandum of under- 
standing or equivalent unless the second-level organisation was a separate 
legal entity. These documents have been used in developed economy countries. 

Success in delivering objectives and performance standards will depend 
upon the accompanying financial settlement. (A risk with these types of 
arrangements is that the controlling organisation may seek to ‘offload’ its 
responsibilities onto a second-level organisation and not provide sufficient 
finance.) The controlling organisation should also specify in the ‘contract’ the 
standards of governance and of internal control that are to apply in the second- 
level organisation. An important activity of the controlling organisation is to 
monitor their second-level organisations to ensure that they comply with 
those standards of governance and of internal control and meet any regulatory 
and legislative requirements. The ‘contract’ may specify the monitoring 
arrangements. Performance monitoring should be a positive activity of the 
controlling organisation. Exactly how it is undertaken will depend upon local 
circumstances but it should include regular written formal reports as well as 
personal meetings between representatives of the controlling organisation 
(which for normal business relationships should be representatives of the 
operational management of the controlling organisation) and the chief execu- 
tive and operational management of the second-level organisation. The head 
of operational management of the controlling organisation (e.g. the state sec- 
retary) should then report to the political level of management including his/ 
her own observations on the performance of the second-level organisation. In 
normal operational circumstances the political level of management should 
not become involved in the management of second-level organisations. Where 
the political level of management should become involved is in the setting of 
the policies, objectives, and performance standards of the second-level organ- 
isation, in acting upon reports of the controlling organisation operational 
management, or where some unusual or inappropriate event or actions have 
occurred, such as a failure of governance or the making of inappropriate pay- 
ments to senior executives. Such ‘unusual’ events anyway should have been 
reported upon by the controlling organisation operational management. This 
arrangement makes possible the development of political accountability 
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without a minister (or mayor) becoming involved in the detailed operation of 
the second-level organisation. 
Consequently, controlling organisations should have these capabilities, to: 


e Prepare the ‘contract’ with the second-level organisation. 

e Set the objectives of the second-level organisation along with the perfor- 
mance standards they should be expected to adhere to, whether they are 
trading or non-trading second-level organisations. 

e Ensure that appropriate standards of corporate governance and internal 
control are applied in the management and organisation of the second- 
level organisation. 

e In the application of the internal control standards approve the risk appe- 
tite proposals. 

e Systematically monitor the activities of the second-level organisation 
requiring periodic reports about their performance. 

e Determine the budget for the second-level organisation and the financial 
returns that should be expected if they are trading second-level organisa- 
tions (subject to any ministry of finance specifications). That determina- 
tion should include whether any subvention from the budget is gross or net 
and if net and fees or other earnings are expected to make up the balance 
what is to happen if there is a surplus: is it to be handed over to the minis- 
try of finance or retained but only for specified purposes? Similarly, where 
goods are imported and costs include import duties the costs of those 
imported goods should be shown gross rather than net of import duties. 


Unless these types of arrangement are made the controlling organisation 
loses effective control over the second-level organisation. If controlling organ- 
isations do not follow this procedure this is an unsatisfactory situation and 
not compatible with the principles of PFM/IC. This is because some portion 
of the budgetary expenditure (or income) for which ultimately the controlling 
organisation should be responsible, will fall outside its financial management 
and internal control requirements. 

To enable a controlling organisation to properly undertake these responsi- 
bilities the controlling organisation will need to include within its own organ- 
isation a specific department or unit responsible for the management of 
second-level organisations. (Where the second-level organisation is small the 
controlling organisation responsibilities may be exercised by a specific indi- 
vidual such as the head of finance.) That department or unit should be able to 
define the objectives, performance standards, financial returns (where appro- 
priate), the operating budget and expected efficiency gains of the second-level 
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organisations for which the department has a responsibility and to then moni- 
tor what is happening. These are effective preconditions for the establishment 
of a second-level organisation and if they cannot be met then such an organ- 
isation should not be established. 

The reality, in this author’s experience, is that in practice the objectives of 
second-level organisations can be vague and are often described, but only in 
general terms, in the legislation establishing the organisation in the first place. 
Very often too that legislation has not been changed since its initial approval. 
Objectives are not usually linked to budgets, but they should be. (Where the 
objectives have been defined in the legislation establishing the second-level 
organisation, by definition, they cannot be linked to current budgets and to 
argue that this is an adequate arrangement, as has occurred in this author's 
experience, is inappropriate.) Those objectives can also be inconsistent with 
the objectives of the controlling organisation. Again, in some countries, the 
agreement of the annual budget and the consequential budgetary control 
arrangements are regarded as a sufficient form of control. However, these are 
nowhere near enough as a form of control for the following reasons: 


e Political and operational circumstances change as does the operational 
environment: a single statement of objectives set out in the originating law 
does not necessarily reflect current operational circumstances or the envi- 
ronment in which the organisation is operating. 

e Current objectives of the second-level organisation should be consistent 
with the current objectives of the controlling organisation which will also 
change as political and operational circumstances change. The management 
arrangements may also need to change to reflect any changes in the 
objectives. 


Second-level organisations can be a potential source of mismanagement, 
fraud, and corrupt behaviour. There are many causes of this, not least ineffec- 
tive management by the controlling organisation. But another cause is poor 
internal control and poor corporate governance. Good corporate governance 
is potentially an effective anti-corruption tool. Corporate governance pro- 
motes transparency and accountability, so that clarity exists about how deci- 
sions are made and why. Consequently, a requirement should be that 
second-level organisations meet the standards of internal control and corpo- 
rate governance (see Chap. 1) that apply to first-level controlling organisa- 
tions. To ensure that this does occur, effective supervision of second-level 
organisations by the controlling organisation is essential. Other steps may be 
taken to limit the possibilities of corruption including, for example, that 
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second-level organisations may be restricted to procuring only low value items 
with high value items only being procured by the controlling first-level organ- 
isation or with the specific authority of the controlling organisation. The first- 
level organisation should always maintain an effective capacity to properly 
supervise the policies and activities of the second-level organisation. In prac- 
tice this does not always occur. 

A requirement should be that the internal control arrangements that apply to 
controlling organisations should apply equally to second-level organisations 
although they may need to be adapted to the second-level organisation's opera- 
tional circumstances and management. Even so they should still follow the basic 
procedures of internal control that apply to the controlling first-level organisa- 
tion. This means that the internal control arrangements, essentially managerial 
disciplines (see Chap. 11), should be designed, inter alia, to ensure that the 
second-level organisation delivers its objectives to time and standard, observes 
the approved performance standards and operates efficiently and effectively 
within approved budgets and the law and regulations and meets the specified 
standards of transparency and accountability. The delegation and accountability 
arrangements should also ensure that a second-level organisation does not enter 
into commitments or take on fiscal risks which could prejudice its future finan- 
cial resilience and potentially that of the controlling organisation. 

The point is that second-level organisations should not be ‘free-standing’ 
and should be subject to active engagement with the first-level controlling or 
supervising ministry. In general, under no circumstances should a second- 
level organisation negotiate its budget separately with the ministry of finance 
from that of the controlling organisation but in some countries this does 
occur. (The only examples where this could be appropriate would be, for 
example, the budgets of an ombudsman, the supreme audit organisation, and 
judicial bodies. The supreme audit organisation should not be regarded as a 
second-level organisation in any event.) 

In many countries and especially in developing and transition economy 
countries the reality is that the essential control and review features of second- 
level organisations do not exist. Often the controlling first-level organisation 
does not have the capacity (or see the need) to exercise policy control (believ- 
ing that the originating law is all that is required). The only advice that the 
controlling organisation very often receives about the operations of a second- 
level organisation is from the second-level organisation itself, so it is hardly 
impartial. There are no arrangements for independent assessment. Yet a con- 
trolling organisation should always have a policy capacity, even if this requires 
the employment of a specialist independent organisation, to enable it to chal- 
lenge the management of a second-level organisation. 
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Second-level organisations can also become permanent features of manage- 
ment in transition and developing countries. They may even report directly 
on their performance to the parliament rather than through the first-level 
organisation. This effectively bypasses the controlling first-level management. 
This is an inappropriate arrangement. Also, no arrangements for periodic 
review of the continued existence of a second-level organisation exists. 

‘The establishment of clear lines of accountability is crucial for controlling 
organisations. If the controlling organisation believes, through the exercise of 
its supervisory role that the second-level organisation is not performing as it 
should, then the responsibility of the controlling organisation is to take cor- 
rective action. Failure to do so leaves the controlling organisation exposed to 
adverse criticism. That corrective action may be taken directly by the head of 
operational management or by the political head on the advice of the head of 
the controlling organisation operational manager, depending upon the 
circumstances. 

In some countries the only form of control exercised by a controlling 
organisation is budgetary control. This makes control one-dimensional and is 
not sufficient to ensure that objectives and performance standards are being 
achieved. This limited form of control also does nothing to ensure that there 
is any year on year improvement in performance or that the second-level 
organisation has responded to changing circumstances. 

An important aspect of control is that the controlling organisation does not 
become part of the management of the second-level organisation. This does 
not mean that staffs cannot be interchangeable or that the rules that apply to 
the appointment of staff to first-level organisations should not apply to the 
appointment of staff to second-level organisations. Ideally, they should be the 
same. However, controlling organisations in some countries do feel that to 
exercise control their officials have to be appointed to the board of the second- 
level organisation (or other executive body) and approve the day to day mana- 
gerial decisions of the second-level organisation. In this way the controlling 
organisation becomes part of the second-level organisation management. 
Very importantly it also places those staff in a position where conflicts of 
interest can occur. This is entirely wrong and can result in a failure of control 
by the first-level controlling organisation. This is contrary to the principles of 
corporate governance and would prevent the controlling organisation exercis- 
ing an independent assessment role of the performance of the second-level 
organisation. (This author has come across examples of where controlling 
ministry civil servants have been appointed as members of the board of 
second-level commercial organisations, as have ministers. This arrangement 
creates opportunities for such appointees to receive additional remuneration 
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and other benefits, which of course may also be a motivation for appointment 
and such officials and such appointments may occur even though the appoin- 
tee may have no specific expertise. But in such circumstances the controlling 
ministry’s ability to supervise and to independently assess the managerial per- 
formance of the second-level organisation can be heavily circumscribed.) 

Overall, the responsibilities of the controlling organisation are to ensure 
that the second-level organisation: 


1. Has strategic clarity—that is, agreeing with the vision and/or mission of 
the second-level organisation and ensuring all its activities either directly 
or indirectly, contribute towards those of the controlling organisation and 
that the second-level organisations have a properly funded mandate with 
appropriate powers. 

2. Is set and meets objectives and performance standards that are consistent 
with those of the controlling organisation. 

3. Is results focussed and has the skills, resources, and plans to achieve those 
objectives. 

4, Has established performance measures and information systems which 
enable the second-level organisation to demonstrate that it is meeting the 
objectives and performance standards set by the controlling organisation. 

5. Meets the corporate governance and internal control standards specified 
by the ministry of finance including any specific budgetary and financial 
control requirements. 

6. Agrees the second-level organisation's risk appetite and satisfies itself that 
the second-level organisation management has controls in place to man- 
age risk, that is, both the risks which may prevent objectives and perfor- 
mance standards being achieved and those inherent in the activities and 
services being provided. 

7. Has established the appropriate managerial structures to secure delivery 
of the objectives and performance standards efficiently and effectively: 
this includes a high-quality financial management process, human 
resource management arrangement, with the appointment of appropri- 
ately skilled managers which together will make it possible to achieve the 
objectives of the organisation. 

8. Does not accept any fiscal risks without the specific approval of the con- 
trolling organisation. 

9. Follows the relevant legislation and administrative rules. 

10. Informs the controlling organisation when approval is required to par- 
ticular actions proposed by the second-level organisation or where cir- 
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cumstances arise not envisaged in the ‘contractual’ arrangements between 
the controlling and second-level organisation. 

11. That reporting arrangements exist which enable the controlling organisa- 
tion to effectively monitor the performance of the second-level organisa- 
tion during the year. 


Second-level organisations should also be required to prepare an annual 
report, including a statement of internal control, audited financial statements, 
that is audited by the state auditor, about their performance and activities. 
The controlling organisation should approve the publication of that annual 
report including the audited financial statements along with the statement of 
internal control. A consequence of this is that the activities of second-level 
organisations should, in the normal course of events, be subject to parliamen- 
tary scrutiny. 

The focus of the controlling organisation should be on results not pro- 
cesses, on obtaining good and timely strategic management information, 
gaining strategic clarity about objectives and trends in performance, and 
ensuring that the second-level organisation has the management structure 
and staff capability to deliver its objectives and envisaged performance. 

The controlling organisation should recognise that a second-level organ- 
isation will always find activities or reasons to justify its existence but this 
does not necessarily mean that those activities or reasons are compatible 
with the interests or objectives of the controlling organisation or are indeed 
necessary. Therefore, the process of periodic review, referred to above, 
should exist which will require the second-level organisation to justify its 
continued existence. 

These requirements mean that the controlling organisation must have 
available to it sufficient knowledge and operational information about the 
second-level organisation to enable it to assess the performance of that organ- 
isation and whether it should continue in existence. Unless these require- 
ments exist, there is a risk that because of an asymmetry of information 
developing between the second-level organisation and the controlling organ- 
isation this exposes the controlling organisation, and hence the minister (or 
mayor), to the charge that it is not actually in control of the second-level 
organisation. 
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12.1.5 The Information That a Controlling Organisation 
Should Have 


A controlling organisation must have available to it sufficient knowledge and 
expertise to set objectives for the second-level organisation, to define appro- 
priate performance standards as well as the financial parameters for budgetary 
purposes, and to monitor performance during the year. A significant risk, 
pointed out above, for the controlling organisation, is that because the second- 
level organisation has detailed operational knowledge of the area of opera- 
tions, the controlling first-level organisation will not be able to properly 
exercise its control responsibilities. However, the existence of a ‘contract’ 
assuming that it is properly drawn up by the controlling organisation should 
ensure that the controlling organisation has the key information it requires to 
exercise effective control. With such ‘contracts’ the goals, targets, and financial 
resources should be agreed between the controlling first-level organisation 
and the second-level organisation. The second-level organisations should be 
held accountable for their achievement. The controlling first-level organisa- 
tion, as has been indicated above, should systematically monitor the perfor- 
mance of the second-level organisation with the extent of the monitoring 
being determined by the conditions included in the ‘contract’. Adopting a 
performance basis for control adds to the focus on compliance, a focus on 
results and their achievement efficiently and effectively. However, to achieve 
these benefits requires capacity building both in the controlling organisation 
and in the second-level organisation. 


12.1.6 Oversight Arrangements by Controlling 
Organisations: Service-Level Agreements— 
Examples of Arrangements in Ireland 
and the Netherlands 


Set out below are example arrangements which countries ought to consider in 
the establishment and management of second-level organisations. These 
arrangements are based upon a model published by the Irish Republic and 
regulations published by the Government of The Netherlands. The underly- 
ing principle is that the control arrangements and performance of second- 
level organisations should be carefully monitored by the controlling 
organisation. 

A particular feature of the Netherlands arrangements is that the regulations 
governing the establishment of second-level bodies (called agencies in the 
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regulations) specify different financial arrangements for agencies which are 
income earning from those which rely upon budgetary finance. There is no 
specific reference in the regulations to state owned enterprises. 

In the Netherlands an agency is treated as a service part of a ministry that 
operates with its own management model and financial administration. It 
may be an income earning agency or an expenditure based agency. The aim is 
to establish a management model which facilitates a more efficient opera- 
tional management but one not adversely affecting the overall control of pub- 
lic expenditure. The agency model is described as ‘a form of internal 
independence in which the ministerial responsibility for the agencies is fully 
maintained’.* There are different financial regulations affecting the two types 
of agencies. The income earning agency, which is not a state owned enterprise, 
is required to prepare its financial accounts on an accruals basis of accounting 
and the expenditure based agency on a cash basis of accounting. This means 
that an income earning agency in determining the charges for its services, 
costs such as depreciation would be incorporated into the cost structure which 
they would not be were a cash basis of accounting employed. It also means 
that charges for the services provided by an income earning agency would be 
largely stable irrespective of the levels of capital expenditure incurred. An 
income earning agency is expected to earn sufficient income to meet its 
outgoings. 

One important feature specified in the Irish government arrangements is 
that all second-level organisations whatever their type should implement good 
corporate governance standards. Those standards would be specified by the 
Ministry of Finance. A second important feature is summarised in the follow- 
ing extract from the Irish code: “The oversight agreement should reflect the 
State bodies legal framework; the environment in which it operates (e.g., 
commercial, non-commercial, regulatory body); the purpose and responsi- 
bilities of the State body; the State body’s level of compliance with this Code; 
details of the Performance Delivery Agreement (e.g., outputs to be delivered); 
and arrangements for oversight, monitoring and reporting on conformity 
with Government policy including those actions and areas of expenditure 
where prior sanction from the parent Department and/or the Department of 


4 www.rijksoverheid.nl/onderwerpen/rijksoverheid/inhoud/agentschappen; Published in the Official 
Gazette 4 December 2017: Arrangement of the Minister of Finance of 21 November 2017, laying down 
rules on the establishment and management of the agencies (Agency Scheme). 
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Public Expenditure and Reform is required.” The starting point for clarity of 
accountabilities is a service-level or performance agreement (referred to in the 
Irish guide as an ‘oversight agreement’) between the relevant controlling 
organisation and the second-level organisation. This Code demonstrates that 
clear objectives, delegation, and accountability arrangements should exist 
which underpin effective managerial relations between controlling organisa- 
tions and the second-level organisations for which they are responsible. 
Effective accountability depends upon the roles and responsibilities being 
clearly defined and understood by the controlling organisation and the 
second-level organisation. 

The ‘oversight’ agreement “demonstrates that clear objectives, delegation, 
and accountability arrangements exist which underpin effective managerial 
relations between controlling organisations and the second-level organisations 
for which they are responsible. Effective accountability depends upon the 
roles and responsibilities being clearly defined and understood by the control- 
ling organisation and the second-level organisation.’ 

The contents of such agreements typically should contain the following 
sections (and these are based largely, but not wholly, upon the Irish and 
Netherlands requirements): 


1. Introduction: which sets out the background to the agreement; the par- 
ties involved; it also clarifies the statutory tasks of the second-level 
organisation. 

2. Corporate governance: this covers the underlying framework including 
the legislative context, compliance with relevant statutory and corporate 
governance obligations; as well as compliance with meeting good practice 
in public expenditure, not least in securing good value for money. 

3. Management arrangements: this should include a requirement that the 
top management of the second-level organisation should be required to 
incorporate into the managerial arrangements the standards of internal 
control applying throughout the public sector, adapted as necessary for 
commercial second-level organisations. 

4, Objectives of the agreement: this focuses on the key priorities/objectives 
of the second-level organisation. There must be a clear link between the 
second-level organisations goals and objectives and those of the control- 
ling organisation. 


> The Irish government publication applies to both non-commercial and commercial second-level organ- 
isations. “Code of Practice for the Governance of State Bodies: Business and Financial Reporting 
Requirements 2016”: http://govacc.per.gov.ie/wp-content/uploads/Business-and-Financial-Reporting- 
Requirements.pdf 
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5. Mutual commitments: this is that an effective agreement should acknowl- 
edge the mutual relationship in terms of responsibilities and obligations 
between the controlling organisation and the second-level organisation. 
Therefore, the agreement should include a section clearly setting out the 
controlling organisation’s commitments, for example, the controlling 
organisation will provide a range of operational supports X, Y, and Z, to 
enable the second-level organisation fulfil its mandate and that the level 
of funding is compatible with the second-level organisation's ability to 
achieve its objectives and performance standards. 

6. Inputs: in order to provide a comprehensive picture and to allow for ready 
comparison with previous/future agreements, the inputs/resources of the 
second-level organisation in terms of income and expenditure (capital 
and current), including pay allocations/staffing for the period of the 
agreement together with any specific allocations for specific purposes, 
should be clearly set out. This should include whether funding is to be on 
a gross or a net basis after income earned and what happens to any surplus 
income which ideally should be transferred to the ministry of finance. 

7. Performance/service levels and performance measurement: the agreement 
should specify the performance/services and outputs/service levels, based 
on the agreed inputs outlined in point 5 above, to be provided by the 
second-level organisation as well as the performance monitoring and 
measurement indicators. Performance/service actual levels and expected 
levels, including minimum levels, should be explicitly detailed, and 
agreed upon in order to avoid misinterpretation or misunderstanding 
between the controlling organisation and the second-level organisation.” 

The measurement indicators of outputs (what actions the second-level 
organisation carries out) and impacts or results (what the second-level 
organisation achieves) should be credible and reliable. 

As second-level organisations may carry out many functions/services, 
the focus should be on those functions/services which are central to deliv- 
ering the strategic objectives of the controlling organisation, that is, the 
focus of control should be on the core activities. (This is to avoid over- 
whelming the agreement with bureaucratic requirements). Therefore, in 
selecting appropriate indicators, the aim should be on the quality of the 
information/indicators as opposed to quantity. Baselines should also be 
identified from which targets for improvements could be measured. 


° The Irish government advice on preparing these agreements points out that the difficulties in defining 
these levels should not be underestimated and will depend on the functions/services of the second-level 
organisation, ranging from straightforward, for example, ‘number of customer queries handled’, to the 
complex, for example, ‘the volume of policy advice provided’. 
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The financial accounting arrangements depending upon whether the 
second-level organisation is income earning or not and if it is income 
earning that accrual accounting should be applied (this would not apply 
if the income earning element was only marginal). 


. Potential risk factors: potential risk factors or other likely constraints, 


both internal and external, that might impact on expected performance/ 
service levels over the duration of the agreement should also be high- 
lighted. As the resources for the period of the agreement should be agreed 
and included in the agreement, resource constraints ought not to be a 
potential risk factor. 

Flexibility and amendment of targets: on occasion performance/service 
targets may require to be changed or modified or added to during the 
period of the agreement, due to unforeseen circumstances. Where amend- 
ments become necessary, the controlling organisation should agree with 
the second-level organisation on the amended targets and the agreement 
should include a procedure for agreeing such changes. 

Major new investments and policies: a requirement should be included 
for the second-level organisation to consult with and seek approval of the 
controlling organisation where major new investment projects or new 
policies are proposed: such large projects and new policies should be fully 
evaluated and consistent with the strategic vision of the organisation. 
Monitoring arrangements: the specific monitoring and reporting arrange- 
ments of the agreement should be identified, as well as procedures for 
dealing with variations in performance against targets. For example, the 
arrangements may include reporting information on the operation of the 
agreement in annual reports, officials meeting on a regular basis to review 
performance against the agreement; and implementing an internal sys- 
tem to monitor performance against the activities outlined in the agree- 
ment. The successful monitoring of the agreement will be in large part 
dependent on how well defined the performance/service levels are set out. 
A feature of the monitoring arrangements should be agreement about the 
internal audit arrangements. Although a second-level organisation should 
have its own internal audit arrangements, whether by its own staff or 
through other arrangements the controlling organisation internal audit 
should have access to the management and records to support the moni- 
toring arrangements specified in the service-level agreement. 

All service-level agreements should include a requirement that each 
second-level organisation should publish an annual report and financial 
statements. The latter should be audited by the state auditor. The con- 
tents of this report should vary depending upon whether the second-level 
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organisation is an income earning organisation or receives its finance 
from the budget or is a commercial organisation. These reporting require- 
ments should include: 


(a) An annual report signed by the chairman of the board responsible for 
the management of the second-level organisation or if no board, by 
the chief executive which should cover: 


i. 


ii. 


iii. 


iv. 


vi. 


Vii. 


A review of the operational environment including changes that 
have affected the performance of the organisation. 

An affirmation that controlling organisation policy is being com- 
plied with and if not the reasons for non-compliance. 

The actual operational performance of the organisation against 
the objectives incorporated into the service-level agreement with 
an explanation for any differences. 

An explanation of any policy changes or major initiatives dur- 
ing the year. 

‘The prospects for the next and future 3 years. 

Any particular information that may have a political or public 
resonance in the country. 

The statement of internal control (see Chap. 13). 


(b) The financial statements which taken as a whole, should be fair, bal- 


anced, and understandable and: 


i. 


ii. 


iii. 


iv. 


Provide the information necessary for an assessment of the 
organisation's financial position and its financial performance 
analysed over main activities compared with the budget forecast 
(i.e. over main activity/objective headings and not the subjective 
headings usually required for budgetary control purposes). 

The income of the second-level organisation from all main 
sources and analysed over those different sources along with the 
costs of generating that income. 

Any loans or other forms of financial support provided by the 
controlling organisation, or any other government ministry or 
agency or any commercial loans (which should be approved by 
the ministry of finance) and how such finance has been used. 
The extent of liabilities including liabilities outstanding at 
the year-end. 

"The extent of revenues due but not yet collected. 
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vi. The cash position at the year-end including deposits with all 
banking institutions (this will be affected by whether a treasury 
single account process exists). 

vii. A forecast of the extent of any fiscal risks accepted by the second- 
level organisation or which potentially could occur. 

viii. A statement about the longer-term financial resilience of the 
organisation taking into account the longer-term commitments 
(including contracts) of the organisation together with any other 
factors which could affect the future financial resilience of the 
organisation over at least the next 12 months, including infla- 
tion and other changes in market conditions or anticipated 
demands for the service. 

ix. A statement about ‘sensitive’ information (with the term ‘sensi- 
tive’ being defined as including any particular items that the 
controlling organisation and/or the ministry of finance specify 
as necessary to be disclosed) but could include such items as 
remuneration, bonuses, and other payments to senior execu- 
tives, termination/severance payments to employees, travel and 
subsistence payments analysed between national and interna- 
tional travel, hospitality expenditure, legal costs, and compen- 
sation paid. 


(c) If the second-level organisation operates in a market place, then the 
range of financial information to be provided would need to be con- 
siderably extended. As the financial accounts should be prepared on 
the same basis as commercial organisations operating in the country 
the information provided should include such additional factors as: 


i. The overall profitability, taking into account the cost of capital, 
depreciation, and an appropriate share of overheads. 

ii. Information about losses on any business activities after appro- 
priate allowances for depreciation, the cost of capital and 
overheads. 

iii. The rate of return on assets employed and other appropriate com- 
mercial measures of performance. 

iv. Market share, changes over time and prospects for future periods. 


(Other examples of information that may be required by the control- 
ling organisation of a state owned enterprise are included in Annexes 1 
and 2 to this chapter.) 
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14. Duration and signatories to the agreement: this section should highlight 
the duration of the agreement and the commencement date. The period 
covered by the agreement will depend on the nature and services to be 
provided by the second-level organisation.’ 


This is a lengthy list of requirements which it would be inappropriate to 
expect to be completed where small second-level bodies are involved. However, 
this then raises the question as to whether such small second-level bodies 
should exist and whether it would be more appropriate for the functions of 
such bodies to be absorbed into the functions of the controlling first-level 
body. As has been pointed out above establishing second-level bodies is not 
‘cost free’. 

In Annex 1 an example from Ireland of the requirements to be included in 
the chairman of a commercial state body statement is shown. Although this 
statement is designed primarily to reflect the circumstances of commercial 
state bodies much of the content would be equally relevant to a non- 
commercial state body. Annex 2 shows the Irish financial information require- 
ments for shareholders in commercial second-level state bodies. Again, the 
approach adopted here would have direct relevance to commercial second- 
level bodies in developing and transitional economy countries. 

The annual report and financial statements of all second-level organisations 
should be available as part of the accountability process to parliament, to users 
of the second-level organisation services and to civil society. Publication 
should be the normal practice and only withheld in exceptional 
circumstances. 

The approach of the Government of the Netherlands has these particular 
features: 


e To establish an agency the relevant minister is required to apply to the 
minister of finance for the designation of a service unit as an agency. In 
other words, an individual minister must seek the approval of the minister 
of finance to a decision to establish a second-level organisation. 

e An important condition in obtaining approval to the creation of an agency 
is that the centralised state audit service (a technically advanced internal 
audit service), has not found any relevant deficiencies in the financial man- 
agement arrangements. 


” In Ireland the expectation is that these agreements would be typically for a 3 -ear period. 
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e As part of the application for the establishment of an agency, the relevant 
minister must submit an agreement with the agency describing the struc- 
ture and expected functioning of the agency. 

s ‘The relevant minister must prove that the proposed agency: 


— Will have an expected turnover or expected revenue of more than €50 
million on an annual basis$, 

— Will have a result-oriented management model’; 

— Will work more efficiently than as a regular service unit of the control- 
ling organisation concerned and indicate how the service unit will fur- 
ther develop efficiency as an agency during the next 5 years; 

— Can establish a link between expenditure, costs, and performance in 
such a way that funding based on performance is possible; 

— Can guarantee a sufficient level of quality of the financial function and 
financial management; 


e Provided these conditions can be met the relevant minister in conjunction 
with the Minister of Finance, submits the proposal to establish the agency 
to the council of ministers. If the council of ministers approves the estab- 
lishment of the agency, the relevant minister notifies the parliament and 
provided the proposal is approved the decision establishing the agency will 
be signed by the relevant minister and the minister of finance. The decision 
to establish the agency is published in the government gazette and the 
Supreme Audit Institution (state auditor) is informed. 

e The controlling ministry is responsible for supervising the policy of the 
agency and the quality of its management. The controlling ministry is also 
expected to establish a high-quality system for monitoring the budget of 
the agency, the continuity of the agency and the quality of the products. In 
addition, the controlling ministry is annually required to assess the finan- 
cial management arrangements and to approve the annual report. The 


’ Whilst the Netherlands Government recognises that the independence of an agency brings advantages 
there are also additional costs associated with the establishment of agencies. These costs include transition 
costs, the management costs of the agency and for the controlling organisation the costs of supervision 
and control of the agency services. For these reasons to ensure effective policy implementation, a mini- 
mum size has therefore been set for agencies. This minimum size is set at an expected turnover or expected 
revenue of €50 million per year. 

"The idea of the result-oriented management model is that agreements are made in advance between the 
relevant controlling organisation and the agency about performance, quality, costs, and risk management. 
Monitoring is based on these agreements. The controlling organisation supervises the agency and empha- 
sises the importance of understanding the costs and efficiency of the implementation. The result-oriented 
management model is designed in such a way that incentives exist for all parties that encourage effec- 
tive action. 
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agency has a responsibility to ensure that the quality of financial manage- 
ment is maintained. 

e The agency must promptly inform the controlling ministry of proposed 
policy changes." 

e Reporting arrangements should exist that will enable to controlling minis- 
try to monitor the performance of the agency 


12.1.7 Arrangements for the Systematic Review 
of Existence of a Second-Level Organisation: 
A Netherlands Example 


As has been explained above whether a second-level organisation should con- 
tinue in existence should be subject to systematic review. The Netherlands 
Ministry of Finance reviews the necessity for the maintenance of the status of 
second-level organisations. This provides an example for other countries. 

In the Netherlands, at least once every 5 years, the controlling minister and 
the minister of finance have a responsibility to jointly assess the efficiency and 
effectiveness of an agency. The relevant minister is required to publish the 
resulting report. 

The review is undertaken by the state audit service (which is a different 
audit service from the State Auditor, the Supreme Audit Institution) and the 
purpose of the audit is to form an opinion on the functioning of the agency 
in the areas of (a) governance, (b) funding, (c) efficiency, (d) financial man- 
agement, and (e) the future of the organisation. 

Should a decision be made to close an agency, or to merge it with another 
agency, parliament should be informed and the Supreme Audit Institution. 

On closure a financial audit is undertaken and the assets and liabilities of 
the agency are transferred to the organisation taking over the functions of the 
agency. (There are also special provisions relating to finance but these are spe- 
cifically related to the Netherlands financing arrangements for agencies.) This 
provides a model arrangement which other countries could well follow. 
Without arrangements for regular review the possibility is that a second-level 
organisation could continue in existence when the underlying need for it has 
disappeared or it is not achieving its objectives or the standards set for it, 
assuming that they have been. 


10A particular additional point that countries may wish to consider is that before a second-level organisa- 
tion makes any decision to subcontract its responsibilities to a private sector organisation, or any other 
major policy changes, it should be required to seek the approval of the controlling organisation who 
should, if necessary, undertake a cost/benefit analysis of the proposal. 
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12.1.8 Questions to Be Asked About Second-Level 
Organisations When PFM/IC Is Introduced 


Introducing PFM/IC creates the opportunity to re-examine the relationships 
between controlling ministries or local governments and their second-level 
organisations. This re-examination should be regarded as an integral part of 
the application process of PFM/IC and the following questions about second- 
level organisations and the control arrangements should be asked by the min- 
istry of finance or the head of the ‘driver’ organisation responsible for the 
application of PFM/IC: 


1. Have criteria been set to provide a basis for the establishment of second- 
level organisations (perhaps along the lines of those described above by 
the Netherlands Ministry of Finance and the Irish government), whether 
income earning, budget funded or commercial and if they have been set 
are those criteria being met by the second-level organisations? 

2. If those criteria have not been set, then should they be? Importantly the 
controlling organisation should be satisfied that second-level organisa- 
tions will have sufficient resources to enable it to employ the expert staff 
required and a management structure capable of delivering the objectives 
and performance standards and objectives set for them by the controlling 
organisation. 

3. Does the controlling organisation itself have the capability to set clear 
managerial objectives and performance standards and objectives required 
for the second-level organisations (this is not simply about agreeing the 
budget), and to then monitor their performance and secure improve- 
ments systematically in the efficiency and effectiveness of the service deliv- 
ery and related activities provided by second-level organisations? 

4, Does a process exist allowing the controlling organisation and/or the 
ministry of finance to periodically review the need for second-level organ- 
isations to continue should operational or other circumstances change? 

5. Has a results oriented management model been introduced in second- 
level organisations, irrespective of whether the objectives are commercial 
or not (because a results oriented model is consistent with the aim of 
improving efficiency and effectiveness)? 

6. Have service-level or performance agreements been entered into and is 
the coverage of those agreements sufficiently comprehensive to ensure 
that the objectives and standards for the second-level organisations are 
clear? Do those agreements follow requirements specified by the ministry 
of finance? 


7. 


9 


10. 


11. 


12: 
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Do clear performance targets exist and is performance information avail- 
able to management and do appropriate monitoring and reporting 
arrangements exist? 


. Is the level of discretion available to the second-level organisations clear 


and when they must refer proposed decisions to the controlling 
organisation? 

Are the governance and internal control arrangements robust and is there 
clarity in the separation of the roles of the management of the controlling 
organisation and of the second-level organisations? (This may include 
rethinking how the second-level organisations are governed such as 
should they have a governing board, who should be members of that 
board, what is the role of the chairman, who is the chief executive and to 
whom does the chief executive report, how are these different individuals 
to be appointed and removed? A separate section below discusses the 
appropriateness of a board structure.) 

If the objectives of a second-level organisation are income earning or com- 
mercial then does a financial structure exist which ensures that the second- 
level organisation fully recovers all its costs and if operating commercially 
is effectively not subsidised in such a manner that it can unfairly compete 
with private sector competitors? Examples of subsidy would be that capital 
is provided free of charge whereas a commercially oriented second-level 
organisation should be charged for the cost of the capital that it is employ- 
ing; public organisations may not include a charge for depreciation in 
their cost structure but if operating in a market place depreciation should 
be allowed for in costs; it should not be allowed to “cross-subsidise” com- 
mercial activity from non-commercial activity and therefore accounting 
arrangements agreed with the controlling organisation should be employed 
to prevent this. A commercially oriented second-level organisation should 
be required to follow the accounting principles used by commercial com- 
panies in the country and not public sector accounting arrangements; 
second-level commercial bodies also should be expected normally to 
achieve a ‘market rate of return’ on the capital employed. 

Can the first-level organisation demonstrate that by delegating responsi- 
bility to a second-level organisation management that the service and 
activities to be delivered will be more efficiently and effectively delivered 
than if those services and activities remained part of the controlling 
organisation? 

Are the second-level organisations able to demonstrate how the service or 
activity they provide at least over the period of any performance or 
service-level agreement, will improve their efficiency and effectiveness? 
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13. Does the controlling organisation determine the second-level organisa- 
tions budgets rather than a direct negotiation occurring between the 
second-level organisation and the ministry of finance? If the latter is the 
current arrangement, this should be changed. 

14. Where new investment or activities are to be undertaken does the second- 
level organisation have the capacity to undertake an appropriate level of 
project analysis (depending upon the size of the project) and associated 
business planning, including considering the business risks that may arise? 

15. Can the management of second-level organisations demonstrate an ade- 
quate quality in the finance function and of financial management in 
support of the management, so that the management is able to demon- 
strate how it is delivering improvements in efficiency and effectiveness? 

16. Will those finance functions have the technical capability to assess and 
report on the financial resilience of the organisation over the medium to 
longer term? 

17. Willa governance and reporting structure be established which will secure 
these characteristics: 


(a) ensure that the management of second-level organisations acts in 
accordance with the objectives set by the controlling organisation; 

(b) that the resources of the second-level organisations are used only for 
the approved purposes; 

(c) that the standards of internal control specified by the ministry of 
finance are fully applied throughout the second level organisations 
demonstrate the effectiveness of the internal audit function whether 
provided directly by the second level organisation or by the first level 
organisation (see also below); 

(d) that the management structure of the second level organisations 
evolves as the operational environment and objectives of the organ- 
isation evolve; and 

(e) that the accountability arrangements between the second-level organ- 
isations and the controlling organisation properly present the opera- 
tional and financial performance, including the end of year financial 
statements and annual reports, of the second-level organisations? 


12.1.9 Questions to Be Asked Where Private Sector 
Organisations Are Asked to Deliver 
Public Services 


Where public services are to be delivered through private sector organisations 
using private finance initiative-type (PFI) arrangements other questions need to 
be asked of the organisation responsible for this type of arrangement, including: 


12 Managing and Controlling Second-Level Organisations... 461 


e Ifthe objective is to improve efficiency and effectiveness through introduc- 
ing private sector market disciplines does the initiating contract allow for 
any form of assessment and if so, what mechanisms have been established 
to demonstrate that such improvements are occurring? 

e What is the process for following up the evidence of improvement? 

e The market place usually encourages providers to focus on the most profit- 
able areas of activity, so where public services are to be delivered universally 
what steps have been taken to ensure that the least profitable areas of activ- 
ity are still being covered (this can be particularly important in the provi- 
sion of social and health services using PFI arrangements)? 

e Profit maximisation does not automatically mean that services are being 
delivered efficiently and effectively: consequently, what actions are being 
taken to ensure that an appropriate proportion of resources are being uti- 
lised for public service delivery compared with reward to shareholders and 
senior executives? 

e Has the PFl-type exercise simply been adopted for “financial engineering 
reasons such as to contain the level of public sector debt, and if so, has this 
been agreed with the ministry of finance? 


The United Kingdom National Audit Office looked at the quality of the 
management of PFI contracts in the UK National Health Service. Its overall 
conclusions included: 


Most [Health] Trusts are managing their contracts well day-to-day and under- 
stand the risks to value for money. However, risks remain and, while many 
Trusts have recently increased the resources they dedicate to managing PFI con- 
tracts, some Trusts are not devoting enough resources. About 12% (9 of the 76) 
operational PFI contracts have no-one from the public sector assigned to con- 
tract management. 

It is likely that Trusts will be expected to make efficiency savings over the next 
few years, but their ability to make savings from their PFI contracts is very lim- 
ited. Because Trusts pay an index-linked fixed sum, it is difficult for them to 
make savings without cutting back on services. Contractors who secure econo- 
mies of scale through managing multiple PFI contracts are rarely required to 
share these efficiency gains with Trusts.'! 


"The performance and management of hospital PFI contracts—UK National Audit Office (NAO) Report 
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The National Audit Office also looked at the problems which can emerge 
with all types of PFI contracts at the end of the life of a contracti? and there 
are lessons to be learnt from this. These included the following: 


1. The public sector does not take a strategic or consistent approach to man- 
aging PFI contracts as they end and risks failing to secure value for money 
during the expiry negotiations with the private sector. 

2. There is a risk of increased costs and service disruptions if authorities do 
not prepare for contract expiry adequately in advance. 

3. Some authorities have insufficient knowledge about the assets’ condition, 
which risks them being returned to the public sector in a worse quality 
than expected. 

4, Many authorities start preparing for contract expiry more than 4 years in 
advance but there is a risk this is not enough time. 

5. Authorities recognise that contract expiry will be resource intensive and 
require unique skills, and expect to fill gaps with consultants. 

6. A misalignment of investor and authority incentives at contract expiry cre- 
ates a potential for disputes. 

7. Early PFI contracts are likely to contain significant ambiguity around the 
roles and responsibilities of the parties at contract expiry. 


This illustrates the complexity of PFI contracts and why great care is 
required before they are entered into. 


12.1.10 An Example of the Risks That Can Exist 
with Second-Level Organisations 


12.1.10.1 Introduction 


An example from a developed economy country, South Australia, of the prob- 
lems that can emerge with the delegation of responsibilities from a controlling 
organisation is described below. This example also illustrates the significance 
of many of the issues that are relevant to the effective introduction of PFM/ 
IC and the control of second-level organisations. In Australia private sector 
has been used to support the provision of technical and further education 
(TAFE) for young people. This example also demonstrates that a market solu- 
tion requires regulation to secure the benefits as the quality review report”? 


12? Managing PFI assets and services as contracts end (nao.org.uk) 
15: Nous Group: Department of State Development: Quality Review of TAFE SA: 4 April 2018. 
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referred to below shows: “The early response by registered training organisa- 
tions (RTOs) to the new market opportunities, and by students to the 
improved access to subsidised training, far outstripped expectations, with the 
consequence that government expenditure on VET [vocational education and 
training] ballooned and students were exposed to low-quality profit-seeking 
training providers.’'* The response of the Australian government was to give a 
sharper focus to regulation; to introduce higher barriers to entry for the sub- 
sidised market; to provide incentives for students to enrol in courses with a 
higher public value; to provide improved information for prospective stu- 
dents so they could make better judgements about which course to choose. 


12.1.10.2 The example: 


The public authority in South Australia responsible for the organisation of the 
delivery of tertiary technical and further education in that State had come 
under criticism for being slow-moving, inefficient, and overly protected in a 
market place where there were both public and private sector providers. The 
quality of the educational outputs was, at that time, not contested. However, 
a quality review by the Australian Skills Quality Authority (ASQA) resulted in 
ASQA giving notice of its intention to suspend the registration of ten qualifi- 
cations from the Technical and Further Education (TAFE). The shock of this 
finding was such that the then Government of South Australia (SA) sought 
the resignation of the Board chair and accepted the Chief Executive Officers 
offer to step down. The purpose of this quality review was to ‘make recom- 
mendations to ensure the quality, sustainability, and reputation of the state’s 
public vocational and education training provider’. The criticisms included 


e Insufficient attention was paid to the impact on volume of delivery. 

e The amount of training declined overall and costs per hour did not improve 
(in fact, the TAFE SA’s efficiency has steadily worsened since 2013). 

e Most of the focus of an economy drive was on staff reductions, which could 
have been better targeted. Many high-cost staff left, there did not appear to 
be strategic consideration of how to realign organisational resources to 
improve efficiency and cater best to market demand. 


Hi Ibid., Section 1, page 7 
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e The governing board, in particular, lost sight of the importance of quality 
both as an end and as a means. The board’s single-minded focus on cost- 
cutting (and to a lesser extent, revenue generation) meant that quality 
issues were de-prioritised. Not only did this increase the risk of becoming 
non-compliant, it overlooked the need for TAFE SA to maintain a reputa- 
tion for quality in order to compete effectively. The absence of a more bal- 
anced and strategic approach pointed to systemic issues. These weaknesses 
reflected in part the board’s leadership and positioning of TAFE SA under 
the then chair, who was seemingly insufficiently challenged by either his 
colleagues or the then TAFE SA chief executive officer (CEO). In terms of 
systemic issues, the roots of these problems lay in the articulation of TAFE 
SA’s strategy, and the governance arrangements as they pertain to the board 
and senior executives. 

e On strategy, this report concludes that TAFE SA’s strategic plan ‘on paper’ 
was generally sound but was communicated and executed in a way that 
unintentionally downplayed the importance of maintaining quality and 
training output. Improving TAFE SA’s commercial performance was seen 
primarily in terms of an imperative to reduce costs. 

e On the question of governance, board membership was unbalanced, the 
wrong structures were in place to effectively monitor risk to regulatory 
compliance and reputation, and performance metrics for executives were 
skewed. The most concerning finding, and an indicator of both the poor 
support provided to the Board and the limited sense of responsibility of its 
members, was that internal quality auditors (i.e. not financial auditors) had 
made discoveries similar to those later made by ASQA. They reported 
TAFE SAS noncompliance “up the line’, but these internal audit findings 
revealing a high degree of exposure were not given proper consideration at 
either the executive or the board level. Several aspects of organisational 
effectiveness and efficiency went unattended. 

e Resource alignment—there was an apparent skew towards more staff in 
corporate functions that emerged as a result of the voluntary redundancy 
process and the potential need to review the spread of responsibilities at 
senior levels. The implication is that relatively fewer resources were dedi- 
cated to quality teaching and assessment. 

e Internal gövernance—responsibilities and accountabilities within TAFE 
SA seem unclear, delegations needed an overhaul, and the performance 
management system required improvement. 

e Capability—there has been a commendable effort since December 2017 to 
upgrade the formal training and assessment qualifications of staff and pro- 
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vide more professional development, particularly with respect to assess- 
ment processes. 

e Culture—this presents both an opportunity and a risk for TAFE SA. There 
is large contingent of highly motivated and loyal staff who want to help 
restore confidence in the institution of which they are very proud, but who 
have felt alienated from and unclear about the overarching strategy and 
role of TAFE SA in the wider system. They have also been inculcated into 
a culture of fixed rules and entitlements that arguably diminishes a sense of 
trust, responsibility, and ability to ‘lead from below’. 


12.1.11 Controlling Ministries and Boards 
for Second-Level Organisations 


There are different views on the appropriateness of boards to be responsible 
for overseeing the management of a second-level organisation. The lack of a 
board structure makes the controlling organisation management dependent 
entirely upon the most senior official (chief executive) of the second-level 
organisation. The advantage of a governing board is that it should be prepared 
to act independently of the most senior official. But it can only do this if the 
board includes independent experts, including the chairman. The advantage 
of independent experts is that they should be impartial and can bring an 
expertise to the oversight of the management of the second-level organisation. 
(Independent does mean ‘independent’ and that means no political or family 
or other types of relationship to other key government officials should exist.) 
This arrangement lessens the risk caused by the asymmetry of information 
existing between the second-level and the controlling organisation. The 
involvement of persons independent of the chief executive in the top-level 
decision making of the second-level organisation is a potentially very signifi- 
cant governance benefit! A board also provides in the second-level organisa- 
tion governance structure a facility or feature able to challenge the chief 
executive of the organisation and therefore test out the plans, objectives, and 
assurances of that chief executive. This provides a degree of independent 
assurance to the controlling organisation. 

However, appointing a board for every second-level organisation may not 
be appropriate where they are small or have a limited role (although this itself 
should raise questions about whether it is appropriate for such small second- 
level organisations to exist rather than their functions be undertaken directly 
by the controlling organisation), but for some and certainly for larger 


466 N. Hepworth 


second-level organisations and especially for those that are commercially ori- 
ented the existence of a board would be entirely appropriate. 

Where a board is created, particular attention should be given to its role, 
composition, and functioning. Governing boards should not interfere with 
the daily management of the second-level organisation. Their role is the stra- 
tegic control and supervision of the organisation, that is, the oversight of the 
management. Many countries have taken initiatives to introduce corporate 
governance models to optimise the relationships between board and heads of 
second-level organisations. But corporate governance calls for a clear delinea- 
tion of responsibilities between those responsible for daily management (the 
chief executive and operational staff) and the board. The board should be 
responsible for strategic decision making in terms of planning, overall budget- 
ary envelopes, strategic tasks, reporting, and control of management. Board 
members should include persons with a range of expert knowledge, including 
in the subject matter of the second-level organisation activity, as well as in 
finance, and where appropriate commercial and legal expertise. The board 
should hold the executive head of the second-level organisation responsible 
not just for the quality and operational performance of the organisation but 
also for the way in which ethical and other control standards are introduced 
and applied. The existence of a board provides in practice a counterweight to 
the authority of the executive head of the second-level organisation and this 
reduces the chances of inappropriate action on the part of that executive head. 

However, if a board structure is to be effective the board members should 
be appointed for their specific skills and this is especially important for the 
role of chairman. A risk that a ministry of finance and the PFM/IC driver 
department should be concerned about is that the appointments made to a 
board are simply made for political reasons, that is, to reward political friends 
and or to provide opportunities for rent seeking. Where such is the situation, 
the likelihood is that the board appointments will be entirely cosmetic and 
may well serve to disguise the reality of the power structures that exist. 

An example of the responsibilities of board members is described in the 
Irish government publication on second-level bodies as follows’: 

Principle: 

Each State organisation should be headed by an effective Board which is 
collectively responsible for the long-term sustainability of the organisation. 


5 Some countries have published detailed advice on the governance arrangements for state bodies (i.e. 
second-level organisations), including the role of a board: a particularly good example is that published 
by the Irish government: available at http://govacc.per.gov.ie/governance-of-state-bodies 
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Non-executive Board members should bring an independent judgement to 
bear on issues of strategy, performance, resources, key appointments, and 
standards of conduct. 

Fiduciary Duty: All Board members have a fiduciary duty to the State 
organisation in the first instance (i.e. the duty to act in good faith and in the 
best interests of the State organisation). 

The principle fiduciary duties are (NB the references to ‘company’ below, 
should be interpreted as to the ‘second-level organisation): 


1. To act in good faith in what the Board member considers to be the interest 
of the company; 

2. To act honestly and responsibly in relation to the conduct of the affairs of 
the company; 

3. To act in accordance with the company’s constitution and exercise his or 
her powers only for the purposes allowed by law; 

4, Not to benefit from or use the company’s property, information or oppor- 
tunities for his or her own or anyone else’s benefit unless the company’s 
constitution permits it or a resolution is passed in a general meeting; 

5. Not to agree to restrict the Board member’s power to exercise an indepen- 
dent judgement unless this is expressly permitted by the company’s 
constitution; 

6. To avoid any conflict between the Board member’s duties to the company 
(i.e. second-level organisation) and the Board member's other interests 
unless the Board member is released from his or her duty to the company 
in relation to the matter concerned; 

7. To exercise the care, skill, and diligence which would be reasonably 
expected of a person in the same position with similar knowledge and 
experience as a Board member. A Board member may be held liable for any 
loss resulting from their negligent behaviour; and 

8. To have regard to interests of the company’s member stakeholders. 


The arrangements described above in Sect. 1.7 designed to monitor the on- 
going performance of the second-level organisation would remain even with 
the existence of a board. 


12.1.12 Audit and Second-Level Organisations 


All second-level organisations should be subject to internal and external audit. 
External audit may be by the state auditor or could be both by the state audi- 
tor and by a commercial audit firm if the organisation is operating in the 
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marketplace. Internal audit may be undertaken by either the second-level 
organisation’s own internal auditor or the internal audit of the controlling 
organisation. However, even where the second-level organisation has its own 
internal audit the controlling organisation still has an obligation to satisfy 
itself about the effectiveness of the control activities and therefore any agree- 
ment between the first and second-level organisations should provide for the 
controlling organisation internal audit to undertake its responsibilities on 
behalf of the management of the controlling organisation. External audit 
should also encourage, for larger and commercial second-level organisations 
the establishment by the organisation of its own independent oversight organ- 
isation through, for example, the establishment of an audit committee. In 
some countries there already is a requirement that audit committees or audit 
and risk committees should be established by both controlling and second- 
level organisations with authority to: 


e Evaluate management strategy and operations. 
ə Oversee and co-ordinate financial audit work. 
e Report to the board (where there is one). 


To whom the external auditor should report will depend upon local cir- 
cumstances but where a board has been appointed to oversee the activities of 
the second-level organisation, the external auditor should normally report to 
that board, rather than to the chief executive and the report should be avail- 
able to the controlling first-level organisation. If the second-level organisation 
is managed only by a ‘head’ or ‘chief executive’ the external auditor should 
always report to the controlling organisation with a copy to the head or chief 
executive of the second-level organisation. Usually, the external auditor will 
also provide a ‘management report’. A question that each controlling organ- 
isation should consider is whether the external auditor should also be required 
to submit that management report to the controlling organisation. 

Where responsibility for a service or activity is delegated to the private sec- 
tor via a PFI-type arrangement that arrangement ought to include a recogni- 
tion that the state external auditor should have access to assess performance 
under the PFI contract arrangements as well as ensuring that the PFI contract 
itself contains the appropriate range of controls and that those controls are 
being properly exercised. 
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12.1.13 Using ‘Performance’ as a Basis for Control 


‘Performance’ ought to be used as one of the factors in the controls by the 
first-level organisation. The extent of the ‘performance’ information required 
will depend upon the service or activity in which the second-level organisa- 
tion is engaged. The information required for managerial control purposes 
will also be different from that required for public accountability purposes 
and it will be more extensive. 

Using ‘performance’ as a basis for control, places the focus heavily upon the 
drafting of the service-level or performance agreement and the results or out- 
puts of a second-level organisation. However, ‘performance’ can be very dif- 
ficult to define in precise terms for some organisations, and consequently 
some countries have combined input and output controls. 

Service-level agreements should describe the basis for defining the financial 
and statistical information systems to be used. An example, would be whether 
a cash or accrual accounting basis should be adopted (and this will depend 
mainly upon whether the second-level organisation is engaged in commercial 
activities). For statistical reporting purposes, sometimes it may be appropriate 
to require the use of definitions developed by such recognised organisations as 
the World Health Organisation (WHO). The agreement should also specify 
which control bodies (e.g. external audit or some other regulatory agency 
depending upon the service being delivered) should be involved in measuring 
or checking performance where that is appropriate, as, for example, with 
some medical or educational performance. 

Whether ‘performance’ can be defined also depends upon whether the 
objectives for the second-level organisation have been clearly defined and 
linked to budgets. Where objectives are difficult to define proxy indicators 
may need to be devised. For example, the performance of a second-level 
organisation responsible for improving health care cannot necessarily be pre- 
cisely defined because almost every activity influencing healthcare, such a 
diet, housing, and lifestyle, would not be under the control of the manage- 
ment of a second-level organisation (or first-level for that matter). But it can 
take a range of actions designed to address specific areas of healthcare such as 
programmes of vaccination, encouraging residents to adopt less sedentary life- 
styles, or healthier eating, encouraging the stopping of smoking, and such 
actions can be measured. This would mean that the controlling organisation, 
sets Out more specific requirements than an overarching objective. These 
resulting performance measures though should be agreed between the con- 
trolling organisation and the second-level organisation and their impacts 
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should be measured against objectives set by the controlling organisation. 
(The problems with using performance are discussed in more detail in 
Chap. 5.) 

Because of these difficulties and sometimes the costs of obtaining detailed 
performance information for accountability purposes, the performance or 
service-level agreement should focus on the key performance information 
rather than try to incorporate every aspect of performance. However, for 
purely internal management purposes much more detailed performance 
information may be needed and especially given a requirement that an objec- 
tive of management is to secure improvements in efficiency and 
effectiveness. 

All these factors point to a need for a close management dialogue between 
the first and second-level organisation with the first-level organisation having 
the knowledge and capacity to set the performance standards and objectives it 
expects to be achieved, whatever the form of performance (i.e. financial and/ 
or physical performance) and then having the capacity to monitor whether 
those performance objectives have been achieved. 


12.2 Summary of Issues Concerning 
Second-Level Organisations 
and PFI-Type Schemes 


The mere act of creating a second-level organisation, or of delegating respon- 
sibility for the delivery of a service or activity to the private sector via a PFI 
arrangement does not of itself guarantee improved performance (of whatever 
kind). Management action must be taken by the controlling organisation. 
PFI arrangements are usually entered into in order to bring forward invest- 
ment activity, such as the advanced provision of a hospital rather than for any 
other reason. Autonomy alone for a second-level organisation is an insuff- 
cient condition to improve the quality of second-level management and per- 
formance. Improvements require constant vigilance by a controlling 
organisation to avoid the onset of management complacency and the pursuit 
by the second-level organisation of its own agenda. This is particularly true 
where there are no external incentives, such a competition, to drive improve- 
ments in performance, that is, in quality and in efficiency and effectiveness 
and no threat of operational financial risk. 

An important feature of controlling organisation management of second- 
level organisations is that there should be consistency between the objectives 
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and policies of the controlling first-level organisation and those of all second- 
level organisations. Controlling organisations should be organised in such a 
manner as to ensure this occurs. They should retain a capacity to set policy 
objectives for second-level organisations and a capacity to systematically 
review performance. The operational heads of controlling organisations (state 
secretaries or equivalent) should ensure that second-level bodies are well man- 
aged, have objectives and performance standards which are consistent with 
those of the controlling organisation, adopt internal control policies which 
are also consistent with those of the controlling organisation and that system- 
atic monitoring arrangements are established. 

In countries which have well established arrangements for PFM/IC the 
evidence is that there is active management of second-level organisations and 
this extends to regular reviews not only of performance but also to whether 
the need for a second-level organisations remain. Active management also 
asks questions about whether new second-level organisations should be estab- 
lished at all. Establishing them is not ‘cost free’. 

An important element in establishing a managerial relationship between 
first- and second-level organisations is the existence of agreements between 
the two levels of organisation setting out what each is expected to contribute 
and to achieve as well as how monitoring will be undertaken. The agreements 
(performance or service level or an equivalent term) do not need to just exist 
but they should be actively monitored by the first-level organisation. 

A usual stated reason for establishing second-level organisations is to 
improve efficiency and effectiveness. However, there is little evidence that 
such a benefit is achieved in many countries and with some arrangements 
challenge to the managements of second-level organisations is difficult to 
mount unless the conditions to do so are established from the outset. 

Second-level organisations should be subject to both internal and external 
audit. The specific arrangements may depend upon whether the second-level 
organisation has commercial or non-commercial objectives. The fact that 
audit arrangements exist does not mean that the controlling organisation 
should not directly engage in its own monitoring activities or in some way 
modify them. However, it should be clear about the role of its own internal 
audit organisation and ensure that it has access to the external auditor” report. 

All second-level organisations should be expected to publish an annual 
report, a statement of internal control and financial statements. 
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Annex 


Irish Government Agency Report Requirements” 


Chairperson’s Comprehensive Report to the Minister"” 


. The Chairperson’s report to the relevant Minister regarding the system of 


internal control. This statement should be reviewed by the external audi- 
tors to confirm that it reflects the audited body"”s compliance with the 
requirements and is consistent with the information of which they are 
aware from their audit work on the financial statements. The external 
auditors should include their report on this matter in their audit report 
on the financial statements. 


. The Chairpersons report to the relevant Minister should include a state- 


ment on the system of internal control in the format set out below and 
include, in cases where a breach of this system has been identified, an 
outline of the steps that will be taken to guard against such a breach 
occurring in future. 


. Outlining all commercially significant developments affecting the state 


body in the preceding year, including the establishment of subsidiaries or 
joint ventures and share acquisitions, and major issues likely to arise in 
the short to medium term. 


. The Chairperson’s comprehensive report should provide summary details 


of all off-balance sheet financial transactions of the state body that are not 
disclosed in the annual report and financial statements of the state body, 
including information on the nature, purpose, and financial impact of 
the off-balance sheet financial transactions. The contents and format of 
this section of the report should be agreed in advance with the relevant 
Minister/designated Departmental officials. 


. Affirming that all appropriate procedures for financial reporting, internal 


audit, travel, procurement, and asset disposals are being carried out. For 
example, details of and explanations for the disposals of assets or grants of 
access to property or infrastructure for commercial arrangements with 
third parties above the threshold of €150,000 which have not been sub- 
ject to auction or competitive tendering process should be included. 


16 


The Chairperson’s comprehensive report has been edited by the author to simplify the presentation by 


excluding references to specific Irish legislation. 


7 Chairperson’s comprehensive report to the minister: https://www.gov.ie/pdf/?file=https://assets 


'S The reference to “body” is an equivalent term to ‘organisation’. 


19. 
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. Affirming that Codes of Conduct for the Board and Employees have been 


put in place and adhered to. 


. Affirming that Government pay guidelines on the pay of CEOs and all 


state body employees are being complied with. 


. Affirming that Government guidelines on the payment of Board mem- 


bers’ fees are being complied with. The Chairperson’s comprehensive 
report should also include a schedule of the fees and aggregate expenses 
paid to each of the Board members. 


. As part of the Chairperson’s comprehensive report, the Chairperson 


should affirm that the Government pay guidelines are being complied 
with in respect of such appointees who serve on the main Board and any 
subsidiaries of state bodies. 


. Explaining failure to comply with any of the above and stating any cor- 


rective action taken or contemplated. 


. Outlining significant post-balance sheet events. 
. Confirming that the appropriate requirements of the Public Spending 


Code are being complied with. 


. Confirming that procedures are in place for the making of protected dis- 


closures in accordance with section 21(1) of the Protected Disclosures Act 
2014 and confirmation that the annual report required under section 
22(1) of the Act has been published; 


. Certifying that Government travel policy requirements are being com- 


plied with in all respects. 


. The Chairperson’s letter should include the confirmation that the state 


body has complied with its obligations under tax law. 


. Providing details of/information on legal disputes involving other 


state bodies. 


. Confirming that this Code has been adopted and the extent to which the 


state body is in compliance with the Code. 


. Stating that any subsidiary of the state body (or subsidiary thereof) con- 


tinues to operate solely for the purpose of which it was established, 
remains, and continues to remain in full compliance with the terms and 
conditions of the consent under which it was established. 

Along with the unaudited six-monthly financial statements, the 
Chairperson should also provide an interim report to the relevant Minister 
and, where appropriate, on significant commercially sensitive develop- 
ments in the preceding 6 months and likely developments for the rest 
of the year. 
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20. The Chairperson should, in the comprehensive report to the Minister 
affirm adherence to the relevant procurement policy and procedures and 
the development and implementation of the Corporate Procurement Plan. 
21. Non-competitive procurement should be reported in the Chairperson’s 
comprehensive report to Minister. 


Statement on System of Internal Controls in a State Body 


A statement on the system of internal controls in a state body should include 
the following items: 


1. Acknowledgement by the Chairperson that the Board is responsible for the 
state body’s system of internal control. 

2. An explanation that such a system can provide only reasonable and not 
absolute assurance against material error. 

Description of the key control procedures tailored to reflect the size and 
complexity of the organisation in order to provide a full understanding of 
the procedures, which have been put in place by the Board, to provide 
effective internal control. 


ə, 


(a) 


(b) 


A statement in relation to when the annual review of the effectiveness 
of control was conducted or where such a review was not conducted, a 
statement that it was not conducted. 

Disclosure of details regarding instances where breaches in control 
occurred—such breaches might include non-compliance with pro- 
curement rules or instances where other elements of the control system 
(e.g. internal audit, Audit and Risk Committee or other committees) 
were not operational. 

Disclosure of details of any material losses or frauds. 

Statement on System of Internal Controls is to be reviewed by the 
Audit and Risk Committee and the Board to ensure it accurately 
reflects the control system in operation during the reporting period. 
Statement on System of Internal Controls is to be reviewed by the 
external auditors to confirm that it reflects the audited body’s compli- 
ance with the requirements of paragraph 1.9 (iv) and is consistent with 
the information of which they are aware from their audit work on the 
financial statements and where this is not the case, the external auditor 
should report on this in the audit report on the relevant financial 
statement. 
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(f) the steps taken to ensure an appropriate control environment (such as 
clearly defined management responsibilities); 

(g) processes used to identify business risks and to evaluate their financial 
implications; 

(h) details of the major information systems in place such as budgets, and 
means of comparing actual results with budgets during the year; 

(i) the procedures for addressing the financial implications of major busi- 
ness risks (such as financial instructions and notes of procedures, del- 
egation practices such as authorisation limits, segregation of duties and 
methods of preventing and detecting fraud); and 

(j) the procedures for monitoring the effectiveness of the internal control 
system which may include: Audit and Risk Committees, management 
reviews, consultancy, inspection, and review studies, the work of inter- 
nal audit, quality audit reviews, and statements from the heads of 
internal audit. 


4. Confirmation that there has been a review of the effectiveness of the sys- 
tem of internal control. 

5. Information (if appropriate) about the weaknesses in internal control that 
have resulted in material losses, contingencies, or uncertainties which 
require disclosure in the financial statements or the auditor's report on the 
financial statements. 

6. The information relating to weaknesses in internal control should be a 
description of the action taken, or intended to be taken, to correct the 
weaknesses, or an explanation of why no action is considered necessary. 

7. Confirmation that the state body is in compliance with current procure- 
ment rules and guidelines as set out by the Office of Government 
Procurement. 


Irish Government: Model Shareholder Expectation Letter’? 


Strictly Private and Confidential 

SAMPLE LETTER TO COMMERCIAL SEMISTATE BODY FOR 
CORPORATE GOVERNANCE COMPLIANCE AND SHAREHOLDER 
EXPECTATIONS. 


15 See footnote 16: section on Government Accounting: Model Shareholder Expectation Letter. 
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[On Letterhead of Relevant Line Minister] 

Author Note: This is an illustrative example of a shareholder expectation 
letter setting out what typically should be included. Please note that the share- 
holder expectation letter should be tailored to meet the particular circum- 
stance of the commercial State body. 

[Date] 

Intended Recipient: 

Dear [] 

Introduction 

The Minister for Public Expenditure and Reform and I have given consid- 
eration to the way in which Government objectives for [insert name of entity] 
are formulated and shared with the Board of Directors (the “Board”). Arising 
from that consideration, we are now proposing a more structured approach to 
confirming Government's objectives for [insert name of entity] over the short 
and medium term with a view to assisting the Board in its operations and in 
complying with its obligations under the prevailing governance framework. 

This letter is intended to provide guidance to the Board with respect to 
Governments current objectives for [insert name of entity] and the primary 
considerations which will be taken into account in respect of matters for 
which consent may be required under legislation, [the entities Constitution] 
and/or the Code of Practice for the Governance of State bodies (the ‘Code’). 
We believe that this letter will be helpful to the Board, particularly in its cor- 
porate and strategic planning processes, and it is our intention that we would 
in future issue a similar letter on an annual basis. 

"The specific objectives outlined in this letter should be considered in the 
context of the Government’s overall policy objectives for [insert name of 
entity], namely that: 


e [Insert name of entity] should continue to deliver on its corporate strategy, 
[including] 

e [Insert name of entity] should maintain financial policies and a capital 
structure, taking account of future obligations (including pensions), that 
facilitate the payment of dividends to the Shareholder(s). 


Dividends 


It is our view that a new Dividend Policy, tailored to the specific circum- 
stances of each commercial semi-state body, should apply in the commercial 
state sector, with a view to facilitating management in prioritising objectives 
and providing greater clarity on dividend payments over the medium term. 
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We therefore request that the Board of [insert name of entity] would now 
develop a new formal dividend policy for [insert name of entity], which would 
take into consideration the following principles: 


(a) an appropriate balance should be struck between payment of dividends 
and reinvestment in the business; in this context it is the strong objective 
that a robust medium-term framework for the calculation of dividends be 
put in place which will reflect the imperative that [insert name of entity] 
remain strong financially and in a position to invest commercially whilst 
also delivering an appropriate return to the Shareholder(s); 

(b) the policy and its implementation should ultimately be comparable with 
peer companies within a period of 5 years, taking into account structural, 
ownership, regional and other relevant differences; and 

(c) the policy should also be related to an agreed proportion of cash flow as 
well as net profit after tax (NPAT). 


In this regard, it is proposed that a list of appropriate peer companies be 
agreed between our respective Departments and the Board. A suggested list of 
peer companies is set out in Appendix II. 

As indicated above, the objective of formulating a new dividend policy is to 
assist the Board by bringing clarity to the Government's objectives as regards 
future dividend payments over the medium term, thereby avoiding the uncer- 
tainty created by special dividends potentially being requested from time to 
time. It may still be necessary or appropriate for special dividends to be paid 
from time to time (e.g. in event of sales of assets, windfall gains, etc.). However, 
to the extent that any special dividend is paid, it is our expectation that the 
likely impact of such payment on the policy would be reviewed at the time. We 
also believe that greater certainty on dividend policy will assist in enabling 
informed decisions to be made on financial management and investment, while 
providing an appropriate, regular, and predictable return to the Shareholder. 

We ask that you engage with the Departments with a view to developing an 


appropriate new dividend policy, with a target of having this finalised no later 
than [deadline]. 


Return on Capital 


A key focus for the Shareholder(s) in the commercial state companies is the 
return generated on capital invested. We propose to augment our monitoring 
and measurement of [insert name of entity] investment returns and in this 
regard Appendix [see below] includes financial performance measures in 
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respect of profitability and investment return which we propose to use to 
assess company performance. While acknowledging that returns will vary 
from year to year, sometimes due to temporary or non-controllable factors, it 
is, however, a key Government objective that [insert name of entity] delivers 
investment returns over the relevant period that are in line with peer compa- 
nies, while also having regard to the cost of capital. 

This proposed approach to developing a perspective on shareholder return 
will be reviewed on an on-going basis and may be adapted as necessary. 


Sectoral Policy Objectives 


In addition to the overall policy objectives of [insert name of entity] listed 
above, we wish to ensure that [insert name of entity] continues to work 
actively to support general Government policy in the XXX sector [includ- 
ing ... This will require an appropriate level of on-going investment by [insert 
name of entity], with care being taken to ensure that core areas of activity are 
prioritised within the resources available to the company for reinvestment. 


Governance Arrangements 
Corporate Plan 


The Code of Practice for the Governance of State bodies (the “Code’) sets out 
the governance framework for the internal management, and the internal and 
external reporting relationships of commercial and non-commercial State 
bodies. As you know, the Code requires State bodies to prepare a rolling 5-year 
corporate plan, which should be submitted to the relevant parent Department 
within six months of the year end. We would propose to engage with you 
early on in the process of preparing/updating this corporate plan, in order 
that we can provide feedback to you on the plan in a timely fashion. 


Reporting 


The Business and Financial Reporting Requirements document, appended to 
the Code, sets out the reporting requirements to which State bodies should 
adhere, including the provision of interim and final financial statements. We 
would propose to enhance the existing reporting arrangements by introduc- 
ing regular three-monthly review meetings between [insert name of entity] 
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and the Departments, to review progress in relation to the financial perfor- 
mance measures referred to above (as set out in Appendix) and other key 
performance indicators. 


Board Evaluation 


Consistent with the requirement in the Code, we expect that the Board con- 
stantly reviews its own operation and performance and that of its committees 
and individual members and that the Board undertakes an evaluation of its 
performance on an annual basis. 


Engagement 


Our expectation is that you will engage with the Department in the near term 
to discuss the matters set out in this letter in more detail. Please make arrange- 
ments with your usual contacts in the Department. 

Yours sincerely. 

Minister for... 


Financial Performance Measures 


Shareholder Return 


Measure Calculation 


Dividend pay out 1. Dividends paid/adjusted net profit after tax (prior year) 
2. Dividends paid/net cash flow from operating activities 
3. Dividends paid/(net cash flow from operating activities less 


capex) 
Return on equity Adjusted net profit after tax/average equity 
Earnings growth Compound annual growth rate in adjusted net profit after tax 
Profitability/Efficiency 
Measure Calculation 
Return on capital 1. Adjusted EBIT/average capital employed (EBIT = 
employed (ROCE) earnings before interest and tax) 


2. adjusted EBIT/adjusted average capital employed 
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Wages & Salaries 


Measure 
Average pay 


Average pay incl. employer 


contributions 
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Calculation 


Wages & Salaries cost/average no. of employees 
Wages & Salaries plus employer pension 
contributions/average no. of employees 


Leverage/Solvency/Credit Metrics 


Measure 
Gearing ratio (net) 


EBITDA interest cover (DA = 


Calculation 


1. Net debt/net debt plus equity plus minorities 
2. Net debt/net debt plus pension liabilities plus 
employee related liabilities plus equity plus 
minorities 
Adjusted EBITDA/net interest payable 


depreciation amortisation) 


Interest cover 


FFO/debt (FFO = funds from 


operations) 


Financial covenant metrics 


PBIT/net interest payable 
Funds from operations/gross debt, 


e.g., net debt/EBITDA, others 


Definition of Key Terms Used in Calculations 


Term 
Adjusted EBIT 


Adjusted EBITDA 


Adjusted net profit 
after tax 

Adjusted capital 
employed 

Capital employed 

Dividends paid 


Equity 

Funds from 
operations 

Gross debt 


Fair value 
adjustments 


Net cash flow from 
operating activities 
Net debt 


Definition 

Earnings before interest and tax adjusted for exceptional 
items and IFRS fair value movements 

Earnings before interest, tax, depreciation, and amortisation 
adjusted for exceptional items and IFRS fair value 
movements 

Net profit after tax adjusted for exceptional items and IFRS 
fair value movements 

Net debt plus equity plus pension liabilities plus employee 
related liabilities 

Net debt plus equity 

Dividends paid during the financial year per the cash flow 
statement (excl. special dividends) 

Total shareholder(s) equity taken from the balance sheet 

Net cash flow from operating activities (post interest and tax 
paid and pre-working capital changes) 

Interest-bearing debt such as loans, bonds, and commercial 
paper plus interest-bearing finance leases 

Includes unrealised fair value gains/losses on derivatives or all 
fair value gains/losses on derivatives where the entity does 
not separately identify unrealised items. 

Taken directly from the cash flow statement—ensure interest 
paid is included 

Interest-bearing debt such as loans, bonds, and commercial 
paper plus interest-bearing finance leases less cash 
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Open Access This chapter is licensed under the terms of the Creative Commons 
Attribution 4.0 International License (http://creativecommons.org/licenses/by/4.0/), 
which permits use, sharing, adaptation, distribution and reproduction in any medium 
or format, as long as you give appropriate credit to the original author(s) and the 
source, provide a link to the Creative Commons licence and indicate if changes 
were made. 

"The images or other third party material in this chapter are included in the chap- 
ter’s Creative Commons licence, unless indicated otherwise in a credit line to the 
material. If material is not included in the chapter’s Creative Commons licence and 
your intended use is not permitted by statutory regulation or exceeds the permitted 
use, you will need to obtain permission directly from the copyright holder. 
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Monitoring the Change 
from Administration to Management: 
Demonstrating This Through 
the Utilisation of a Statement of Internal 
Control 


The PFM/IC reform is not simply about a reform to existing procedures. The 
reform is more fundamental than that. It is about moving from a traditional 
administrative approach to the utilisation of public resources to an entirely new 
environment, which is the management of public resources. The monitoring of 
this change should be an important dimension to the reform. A requirement for 
public organisations to prepare annually a statement demonstrating the recog- 
nition of this change and how it has impacted upon the ability of an organisa- 
tion to achieve its objectives and performance standards and objectives and at 
the same time ensuring that its resources have been efficiently and effectively 
utilised and income collected should be an essential component of the reform. 
This statement, which is called here a statement of internal control (this state- 
ment may have different titles in different countries where an equivalent type 
statement exists), should explain how management has performed during the 
year. The statement should give the reader a clear understanding of the chal- 
lenges facing the organisation and how those challenges have been responded to 
including remarks about what has gone wrong and the actions taken to make 
corrections. In other words, the statement should be an indicator of the quality 
of management. The statement should also address risk management. Where it 
does not do so a separate statement about how risk is being identified and man- 
aged also should be published. The publication of such a statement is an impor- 
tant feature in developing accountability and transparency and should be a 
requirement in the development of PFM/IC. The external auditor (the auditor 
general or equivalent) should be expected to review this statement and it should 
be available to the parliament. However, in many countries neither a statement 
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of internal control nor a statement about risk management are features of public 
organisation reporting. At the very least the ministry of finance should require 
that such statements are prepared and the information contained in these state- 
ments is available to it. Where individual organisational statements are not pub- 
lished a summary should be published as part of the annual report on the 
governments financial statements. 


13.1 Reporting on the Quality of 
Internal Control 


13.1.1 Management and the Statement of 
Internal Control 


In the current climate of fiscal restraint and declining availability of resources, 
it is important that central government bodies can demonstrate the resources 
that they are responsible for are appropriately managed and controlled. High 
quality and proportionate internal control systems will help organisations 
achieve their aims. A useful method of demonstrating how well an organisa- 
tion is performing would be a requirement on the operational management 
to prepare a ‘Statement of Internal Control’. The Statement on Internal 
Control (SIC) should be a public accountability document that describes the 
effectiveness of internal controls in an organisation.! 

As has been explained throughout this guide, the PFM/IC reform repre- 
sents a significant reform from a traditional administrative approach with an 
emphasis upon establishing a managerial approach concerned not only with 
securing financial and budgetary control but also with the achievement of 
objectives and performance standards and doing so efficiently and effectively. 
‘The evidence of this change. The effectiveness of the reform should be dem- 
onstrated annually. This would be by the preparation and publication by the 
top operational management of public organisations (the state secretary or 
equivalent) of a statement of internal control. This would be an entirely new 
feature for most countries changing from traditional systems of public admin- 
istration and for some countries that have already adopted PFM/IC. 

"The statement of internal control should normally be published along with 
the annual financial statements or if separate financial statements are not pub- 
lished for each public organisation (e.g., for each ministry), then the statement 


TÜK National Audit Office: https://www.nao.org.uk/wp-content/uploads/2010/01/statement_internal_ 
control.pdf. 
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should be published either separately or it may be published in a consolidated 
form covering particular types of organisations, such as all ministries. However, 
as an objective is to achieve greater transparency and accountability, the greater 
the degree of consolidation the less the level of these characteristics, unless the 
consolidated statement addresses separately each public organisation. 
Transparency and accountability are important in generating pressure for 
improvements and to develop effective parliamentary scrutiny. Ideally statements 
of internal control should be published in such a manner that makes them also 
available to the taxpayer, the user of public services, suppliers and others who 
have dealings with public organisations. Some governments may resist this seeing 
publication as only necessary to a more limited group of users, namely, the min- 
ister of finance, the cabinet of ministers and in some form to the parliament. But 
this does not create transparency and accountability in the ‘open government’ 
sense and this limited form of publication should either be discouraged or at best 
seen as a step towards wider publication as experience and confidence in the 
PFM/IC reform become established. At the least an aim should be to ensure that 
parliament has access to the information and if necessary to any statement of the 
actions to be taken by the ministry of finance and/or the cabinet of ministers to 
correct weaknesses or to develop new policies to address emerging issues. 

Statements of internal control are most effective where a distinction exists 
between political and civil service (or local government service) management 
(i.e., between the development of policy and the strategy for implementing 
that policy and day-to-day operational management). If that distinction does 
not exist, there is a possibility that what should be an annual assessment of the 
effectiveness of operational management internal control arrangements of an 
organisation could become a political criticism, both of policy and of opera- 
tional management. Where this occurs, the risk then is that the conflation of 
the two quite separate issues will lead to a focus on policy rather than the 
quality of the operational management internal control arrangements. "This 
will then cause those with political responsibilities to be cautious about pub- 
lishing any material that could potentially lead on to political as opposed to 
operational management criticism. This then is another reason why with the 
implementation of PFM/IC delegation of operational management 
should occur. 

The statement will be an important source of information about the devel- 
opment of internal control to the “driver department responsible for the 
implementation of PFM/IC. 
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13.1.2 The Responsibilities of the Official Preparing 
This Statement 


The most senior operational manager, that is, state secretary or equivalent, 
who should also be responsible for the implementation of PFM/IC, should be 
required to prepare this statement each year. This official should take personal 
responsibility for the quality of the financial management and internal con- 
trol systems.” In those countries where there is no such single official with 
individual heads of departments reporting directly to ministers, such a state- 
ment could not be effectively prepared. This is another reason why that 
arrangement would be inappropriate with the implementation of PFM/ 
IC. The other key official who should be involved in the preparation of this 
statement should be the head of finance (see Chap. 8). The reason for the 
involvement of this official is the role that he/she has in ensuring that the 
organisation is financially well managed, that it has a focus on delivering effi- 
ciency and effectiveness and using its resources efficiently and effectively as 
well as economically. This head should also ensure that the organisation is 
managed in such a manner as will maintain its financial resilience over time. 

In addition to provide confidence in the statement of internal control, the 
head of internal audit should also be asked to review the content of the 
statement. 

Although the official responsible for the implementation of PFM/IC should 
have a personal responsibility for preparing this statement and signing it, the 
content of the statement also should be agreed with and approved by the politi- 
cal head of the organisation, such as a minister or mayor where that political 
head has an overall responsibility for the quality of the management of the 
organisation. Where an audit committee exists, it should also be approved by 
that committee. Approval requires the political head to acknowledge how well 
the organisation is being managed (or not!) and to understand how emerging 
problems and weaknesses in the internal control arrangements have been 
addressed as well as the corrective actions that have been taken. Where signifi- 
cant problems and weakness have been reported in this statement, the day-to- 
day managerial accountability arrangements should have ensured that the 
political head of the organisation was well aware of them before the statement 
of internal control was prepared. The political head should be fully informed 
about any significant weaknesses and be able to ensure that corrective actions 
have been taken. Ideally this should occur before external criticism emerges, 
whether from the ministry of finance or the external auditor. 


? If delegation has not occurred (which would be most unsatisfactory so far as the application of PFM/IC 
is concerned) the responsible person would be the politically appointed official with the responsibility for 
overseeing the implementation of PFM/IC, which could be in some circumstances a minister or mayor. 
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13.1.3 The Benefits of This Statement 


"This statement, along with the results of any separate reports required by the 
‘driver’ department of the ministry of finance, will help establish how success- 
ful the reform is being implemented. It will enable the ‘driver’ department 
prepare an assessment of what still needs to be achieved which could include 
training and the development of new systems. New systems could include 
management accounting and performance information systems. 

Ideally, the statement should be a by-product of day-to-day internal control 
processes. This statement may also include a statement about the risk manage- 
ment arrangements. If it does not include the risk management arrangements, 
then a separate risk management/appetite statement should be prepared and 
be available as part of the transparency and accountability arrangements. (See 
Chap. 11 for a detailed discussion on risk management.) 

The effectiveness of internal controls (and bear in mind that they are as 
much about the achievement of objectives and performance standards effi- 
ciently and effectively, as well as about ensuring that rules and regulations 
governing ‘inputs’ are complied with and that assets and other resources are 
not misused) should be under constant review. The information about the 
quality of those controls and the achievement of objectives and performance 
should flow up and down the management structure of the organisation to 
allow appropriate management action to be taken. 

In preparing the statement of internal control the official responsible will 
need to rely on information provided by others such as heads of second-level 
organisations and heads of ministry or local government departments. The 
information required should largely be derived from the day-to-day imple- 
mentation of the internal controls, especially identifying what has been shown 
to be weak or has revealed errors or risks or the reasons for a failure to achieve 
objectives or deliver specified performance standards or a failure to achieve 
improved efficiency and effectiveness. 


13.1.4 The Issues That Should Be Covered 
in the Statement 


The head of operational management in preparing the statement of internal 
control should set out his/her responsibilities for the internal control arrange- 
ments. The head should explain the purpose and provide a description of the 
system of internal control, that is, that it is designed to ensure that financial and 
budgetary controls are effective and that the objectives and performance 
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standards can be delivered efficiently and effectively and to time and that they 
are being delivered within the relevant legal and regulatory framework. The 
statement should explain the arrangements for the management of public 
resources, including a description of how the top and senior operational man- 
agement provide leadership to ensure that the internal control and risk man- 
agement policies are embedded in the management processes of the organisation. 
It should also explain the training provided to staff to embed an appreciation of 
the internal control arrangements. This should also include how the internal 
control arrangements have been adapted to meet changing circumstances. 
The statement should also include the following: 


1. An explanation of the responsibilities of the head of operational manage- 
ment for the systematic oversight of the effectiveness of the system of inter- 
nal control. This should include information about the extent to which the 
review is informed by the work of internal audit. 

2. A review of the effectiveness of the internal control arrangements dur- 
ing the year. 

3. The key elements in the risk management strategy, including how risk is 
identified, evaluated and controlled, how risk appetite is determined, 
including the roles of both operational and political management, and 
how risk management is embedded into management at all levels in the 
organisation. Any changes in the risk management strategy during the year 
should be disclosed along with the reasons for change. 

4, A recognition that the system of internal control cannot eliminate all risk 
and therefore can only provide a reasonable and not absolute assurance. 

5. Material changes to the internal control arrangements that may have 
occurred compared to the previous year should be disclosed. 

6. A disclosure of weaknesses found to have occurred during the year, not just 
in the management of expenditure and income, including tax income, but 
also weaknesses, including those of risk management, which have resulted 
in the non-achievement of objectives and performance standards efficiently 
and effectively, to time and within budget. (The starting point for this 
review of effectiveness should be the evidence as to whether the organisa- 
tion has achieved its objectives and performance standards.) 

7. The arrangements for regularly reviewing the system of internal control 
and how identified weaknesses are being addressed. 

8. An explanation of the remedies that have been adopted to overcome such 
weaknesses and to prevent such weaknesses recurring. (In reality, weak- 
nesses will almost inevitably occur no matter how good management is 
and how resilient systems may appear to be. This is because of changes of 
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circumstances and personal as well as events occurring beyond the control 
of management.) 

9. The actions taken or proposed to deal with any ‘significant’ internal con- 
trol issues. Examples of ‘significant’ internal control issues would include 
those that: 


e might prejudice or prevent the achievement of the objective(s) and per- 
formance standards; 

e could have an impact upon budgetary and financial controls and finan- 
cial reports to the ministry of finance; 

e would be regarded by internal or external audit as significant; 

e might attract adverse public comment and/or could result in a breach of 
the law and regulations; 

e indicate departures from established practices including over the arrange- 
ments for procurement: the reasons for such departures should be clearly 
identified; 

e would indicate weaknesses in the arrangements for the collection of rev- 
enues, including increasing levels of losses on revenue collection; 

e show any significant lapses in data security such as data losses or breaches 
of IT security; 

e have identified fraudulent or corrupt activity occurring which affects the 
organisation, analysed between fraudulent or corrupt activity occurring 
within the management and staff of the organisation and that effected 
by third parties upon the organisation. 


The disclosure of significant internal control issues should be explicit and 
should include how the issue arose and the remedial actions taken and 
planned. Subsequent statements of internal control may also need to include 
progress in subsequent years in addressing identified problems. 


10. A commentary on the extent to which responsibility for operational man- 
agement had been delegated to civil or local government service officials 
and the corresponding accountability arrangements: 


e A statement about improvements in value for money in the delivery of 
the services for which the organisation is responsible and in the man- 
agement of the organisation: 


11. The extent to which second-level organisations (non-market and market 
based) have established effective management and internal control 
structures. 


490 N. Hepworth 


12. An explanation of how the first-level organisation manages its relation- 
ships with second-level organisations (i.e., both non-market and market 
based) and ensures that the objectives, policies and activities are consis- 
tent with those determined by the first-level organisation. This would 
include for market based, whether they have achieved the expected finan- 
cial returns and any other key factors such as the impact of their activities 
upon the private sector marketplace. 

13. Any wider public interest issues that have emerged during the year and 
how they have been dealt with, such as environmental issues including 
those arising from climate change. 

14. The main challenges that are likely to face the organisation in the next 
year, including emerging risks and how the organisation envisages 
responding to them. 

15. A commentary on the long-run financial resilience of the organisation.’ 


"The exact content will vary over time with the developing maturity of the 
internal control arrangements. 

The statement could cover the management of the relationships with all 
controlled second-level organisations, and whether in exercising this supervi- 
sory role, any difficulties have emerged during the period. The statement 
should disclose how they have been dealt with by the controlling organisation. 

This represents a potential schedule of the issues that should be covered, 
but each country will decide what it wishes to see included within the state- 
ment and therefore may wish to amend this list. 


13.1.5 The Role of Audit and This Statement 
and the Publicity Which Should Be Given 


The head of internal audit should give an opinion on the overall adequacy and 
effectiveness of the organisation's internal control environment, providing any 
details of weaknesses. The head should bring to the attention of the official 
responsible for the implementation of PFM/IC (i.e., the state secretary or 
equivalent) any issues particularly relevant to the preparation of the 


>This is relevant to the IMF Fiscal Transparency Code. “Fiscal transparency—the comprehensiveness, 
clarity, reliability, timeliness, and relevance of public reporting on the past, present, and future state of 
public finances—is critical for effective fiscal management and accountability. It helps ensure that govern- 
ments have an accurate picture of their finances when making economic decisions, including of the costs 
and benefits of policy changes and potential risks to public finances.” This code does not specifically cover 
the statement of internal control but the information contained in such a statement would be of assis- 
tance to the ministry of finance in compiling the information required by The Fiscal Transparency Code. 
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statement. In some countries the head of internal audit may also be asked to 
sign the statement of internal control as well as the head of operational 
management. 

The state external auditor should also review the statement of internal con- 
trol and provide observations on the quality of the internal control arrange- 
ments including whether the external auditor agrees with the remarks in the 
statement of internal control. The external auditor (as well as the internal 
auditor) should have a concern for improvements in public value through 
value for money audits and the auditors ability to undertake such audits will 
be affected by the quality of the financial and performance information avail- 
able to management and hence to the auditor. 


13.1.6 Consequential Changes to Facilitate 
the Development of a Statement 
of Internal Control 


In Chap. 4, reference was made to the need to modify the sanction arrange- 
ments which could be applied against civil and local government officials with 
the introduction of PFM/IC to reflect the change to a managerial culture. 
Unless such modifications occur, their existence may also cause civil and local 
government officials to be cautious about identifying weaknesses which may 
result in criticisms of them and which may, in turn, cause the application of 
penalties (because of a penalty culture which may exist). The implementation of 
PFM/IC which has a focus on the delivery of objectives efficiently and effec- 
tively should also cause, as indicated in Chap. 4 (Test 8), a review of that penalty 
culture. This is because the risk of penalty may prevent the disclosure of infor- 
mation about failings in the internal control system. Yet disclosure of failings is 
central to improving the quality of public financial management and internal 
control. A process which discourages disclosure ultimately is not in the interests 
of top and senior management or in the interests of the ministry of finance. 

Quite separately the budget law in some countries may contain penalty 
arrangements which would fall upon any official who breaches the conditions 
set out in the budget law.* Such conditions may also require modification on 
the change from an administrative to a management culture. 


“See, for example, the Croatia Budget Law 1994—article 49: worldbank.org/publicsector/pe/ 
BudgetLaws/Croatia. 
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13.1.7 Signs of Weaknesses in the Internal 


Control Arrangements 


Indicators of evidence of weaknesses in internal controls are: 


l 


Failure to achieve objectives and performance standards and objectives 
(e.g., to keep error and fraud in the tax collection system to, say, no 
more than 5%). 


. Poor quality of managerial supervision of staff evidenced by: 


e Managers not effectively supervising the work and outputs of the staff 
they are responsible for? 

e No training in leadership, organisation management and particularly 
in staff management has been provided. 

e Delegation may exist but the delegation arrangements are unclear 
about what is expected of the staff and the limits of any discretion. 

e In practice staff are left to effectively ‘manage themselves’. The account- 
ability arrangements are weak with superior managers not effectively 
supervising staff, not being concerned with outputs and not ensuring 
staff act in conformity with the delegation arrangements including any 
limitations on the exercise of discretion. 


. Staff management policies (HR policies) are inappropriate to the business 


of the organisation: 

Is there evidence that the organisation’s HR policies and practices are 
consistent with the organisation's ethical values and facilitate the achieve- 
ment of its objectives including the management’s ability to manage their 
staff effectively? Do those HR policies recognise that to achieve objectives 
managers will need to take decisions and this involves risk? Do those poli- 
cies facilitate risk taking (and this may link up with the existence and 
application of the penalty policies referred to above)? Do staff have the 
necessary training to give them the knowledge, skills and tools to support 
the achievement of the organisation’s objectives? Is there an effective 
incentive and reward policy including promotional policy? Does top 
operational management aim to establish an atmosphere of trust and 
mutual support within the organisation to encourage the flow of infor- 
mation between members of the staff and in this manner prevent to 
development of ‘silo’ mentalities and facilitate effective performance 
towards achieving the organisation's objectives. Does a culture of honesty 
and ethical behaviour exist? In some countries HR policies are not the 
responsibility of the employing organisation and may not reflect the indi- 
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vidual needs of particular organisations or are of low priority to top man- 
agement. This can lead to managers seeking ways to circumvent externally 
imposed controls or a failure of the coordination of policies and activities 
within the organisation. 

4. The types of control that exist are inappropriate or do not cover the busi- 
ness of the organisation: 

Looking at ‘control’ from the limited perspective of financial and bud- 
getary control there are two types of control, preventative and detective. 
Preventive controls are designed to deter or prevent undesirable events 
from occurring. Detective controls are designed to detect undesirable 
acts. The latter provide evidence that a loss has occurred but do not pre- 
vent a loss from occurring. A good internal control system not only has 
detective controls, but also has preventative controls. If both types of 
control do not exist, this is a signal of internal control weakness. However, 
with PFM/IC other controls should exist designed to ensure that intended 
performance is achieved. Do such controls exist and if not, why not? 

5. The objectives and/or performance targets set for managers are unrealistic 
or not compatible with budgetary and other resource availability: 

A temptation can exist for top managers to set unrealistic targets for 
managers to achieve, targets which are not compatible with available 
resources. This situation can arise where top managers themselves feel 
under pressure, perhaps because of political pressure or reasons external 
to the organisation (such as civil society pressure). The consequential risk 
then is that individual managers will seek to avoid the rules or take short- 
cuts in order to meet those targets, for example, to avoid competitive 
tendering because it takes time or to ignore health and safety require- 
ments or to reduce the quality of services. Opportunities should exist for 
managers to express their concerns where they regard targets as unrealistic. 

6. Risk management is not taken seriously by both top operational and 
political management: 

Is risk management a serious or token responsibility of top operational 
management? What are the arrangements to involve the political level of 
management in the risk management process? Have measurable objec- 
tives been defined and linked with budgetary availability? Have the sig- 
nificant or strategic internal and external risks to the achievement of the 
organisations objectives been identified and assessed? Is there a focus of 
top management on those significant or strategic risks? There can be a real 
possibility that the importance of risk management is not well appreci- 
ated by top and senior management, and where this is the situation, this 
in turn affects confidence in the ability of the management to achieve its 
objectives efficiently and effectively. 
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. Reports and supporting documentation and other significant documents 


are missing: 

Reports and original documents provide ‘hard’ evidence of business 
transactions and especially of sensitive decisions. They also provide the 
evidence that both the internal financial reports are reliable and the exter- 
nal financial reports. Missing reports and original documentation should 
raise uncertainty about the quality of the internal controls. This is a weak- 
ness that managers and staff would be able to take advantage of, particu- 
larly those that are under pressure to perform. 


. The arrangements for the separation of duties are inadequate: 


Not only is this relevant for the purposes of financial control but where 
performance and budgetary information is linked and managers are 
expected to achieve performance targets within specific budgetary limita- 
tions the manager should have no opportunity to determine or control 
that performance information. In other words, it should be indepen- 
dently derived. Unless this is the situation confidence in that performance 
information can only be limited and therefore managerial claims of meet- 
ing performance objectives within budgets can also only be of lim- 
ited value. 


. The finance department capability to support managers in the search for 


efficiency is inadequate: 

Has the head of finance a programme to improve the financial aware- 
ness of managers and staff? Has the head of finance ensured that each 
manager has the budgetary and financial and cost accounting informa- 
tion that individual managers require? Has the head of finance the author- 
ity and status to assess and challenge managerial claims for improvements 
in efficiency? Does this in fact occur? 

Written procedures to explain how the different processes and activities of 
the organisation are to be undertaken and their current relevance: 

Do such procedures exist and are such procedures regularly reviewed 
by managers to reflect changing circumstances? Without current written 
procedures, employees may not be aware of the proper processes and this 
may lead to errors in decision making and recording. 

Customer complaints procedures and the recording of such complaints: 

Does a ‘customer complaints’ procedure exist? Is there a process for 
reviewing customer complaints? Levels of complaint should provide evi- 
dence of compliance with standards of performance as well as evidence of 
the quality and relevance of the service and activities being provided. If a 
high number of complaints is made or in some circumstances an increase 
in complaints occurs, this would be an indicator of weak internal controls. 
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12. Arrangements for the systematic review of controls: 

Is there a process which allows for a regular and systematic review of 
internal controls? Operational changes, procurement requirements, per- 
sonnel changes, environmental changes, changes in financial constraints, 
changes in systems, changes in security requirements, especially for IT 
systems, all impact on internal controls or how those internal controls 
should be applied. Have such reviews occurred? 

13. Managerial ‘override’ of controls: 

Is there any evidence of managerial ‘override’ of controls? Management 
is responsible for the design, implementation and maintenance of the 
internal controls and therefore could override these controls should it so 
wish. This is an especial risk in those organisations where lower level staff 
have difficulty in challenging a superior manager (e.g., as instanced above 
over unrealistic targets). This may lead on to fraudulent activity in one 
form or another. Examples would include the misappropriation of assets 
as well as financial resources or the favouring of certain suppliers or the 
entry into types of contracts which potentially could increase the fiscal 
risks to the organisation, such as public/private partnerships. An impor- 
tant factor in discouraging this type of action is the quality of the ‘tone at 
the top’. Therefore, in any review to determine whether weaknesses exist 
in the internal control system regard should be had to the approach of the 
top management, both political and operational, of the organisation. 

14. ‘Whistle blowing arrangements’: 

Does a ‘whistle blowing’ process exists which allows staff to expose 
inappropriate behaviours or actions? There are both advantages and dis- 
advantages to the existence of such a policy which can be implemented in 
different ways. Sometime the ‘whistle blower’ can remain anonymous 
and sometimes not. Where such a policy exists, it can be a useful method 
of exposing weaknesses in the internal control systems sometimes result- 
ing in fraud or the misuse of a public organisation’s resources. 

15. Effectiveness of internal audit: 

Internal audit should be “an independent, objective assurance and 
consulting activity designed to add value and improve an organisation’s 
operations. It helps an organisation accomplish its objectives by bringing 
a systematic, disciplined approach to evaluate and improve the effective- 
ness of risk management, control and governance processes.” (ILA) 


Is this the actual situation? 
In assessing the effectiveness of internal audit, a series of questions for con- 
sideration has been suggested by a commentator who was a chief risk officer 
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at major global corporations.’ Such questions should be asked annually and 
they include: 


e Do you believe internal audit has provided you with the assurance you 
need, in a useful way, when you need it, on what matters? 

e Do you have the assurance you need that management has effective and 
efficient processes and systems to manage the more significant risks to the 
success of the organisation and the achievement of its goals and strategies? 

e Has internal audit been sufficiently responsive to changes in risk, ensuring 
it remains relevant and on point? 

e Has internal audit been an effective agent for change, improving business 
efficiency and effectiveness? 

e Are you satisfied that the cost of internal audit is less than the value of the 
assurance and consulting services it provides? 

e Are there activities that internal audit should stop performing? Have there 
been activities you would have preferred not to pay for? 

e How can internal audit improve its services to the audit committee, man- 
agement and the organisation as a whole? 


13.1.8 Examples of Statements of Internal Control 


Examples of statements of internal control are included at Annex 1. They are 
from the UK and Croatia. They illustrate different approaches to the develop- 
ment of statements of internal control (which in Croatia is entitled ‘Financial 
Responsibility Statement’ and is accompanied by a detailed questionnaire to 
be completed by all public organisations). In Croatia, first-level budget users 
(ministries, counties, cities, municipalities) must submita ‘Fiscal Responsibility 
Statement’ to the department in the ministry of finance responsible for the 
oversight of the implementation of PFM/IC. Second-level bodies must pre- 
pare and submit a ‘Fiscal Responsibility Statement’ to their supervising or 
controlling ministry or if subordinate to a local government, to the supervis- 
ing or controlling city or municipality. 

These examples reflect the different political, managerial and financial 
management arrangements which exist in these two countries. However, the 
Croatia model reflects the careful thought that the ministry of finance in that 
country has put into the development of PFM/IC making it a leader amongst 
its peer countries. 


” The IIA website: https://iaonline.theiia.org/how-to-assess-the-effectiveness-of-internal-audit. 
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In the UK each public organisation publishes its ovvn financial statements 
and the statement of internal control forms part of that publication package. 
A managerial culture exists and there is a clear separation of operational man- 
agement by civil servants and local government officials from the political 
level of management responsible for policy and strategy. 

Countries with a less developed managerial approach may feel that the 
Croatia model, where there is not the same managerial history as in the UK, 
may be a more appropriate model for them to follow. However, that model is 
not entirely consistent with the approach to PFM/IC set out in this guide. 
The Croatia approach focuses heavily upon the implementation of the proce- 
dures (i.e., bureaucracy) involved in adhering to the five COSO standards (see 
Chap. 11). The approach adopted in this guide is to focus much more heavily 
on the impact upon management of the introduction of PFM/IC. (The effec- 
tiveness of procedures anyway depends almost entirely upon the quality of the 
management responsible for the implementation of those procedures.) 

The UK approach emphasises two aspects of control. First, that a manager 
needs to be able to assure the ministry of finance that budgetary control is 
being observed in terms which meet the requirements of the ministry of 
finance. Secondly, the manager is also required to deliver efficiency and effec- 
tiveness and to explain how this is being done. 

Therefore, if the Croatia model is to be adopted, countries doing so should 
consider expanding the content of the ‘Financial Responsibility Statement’ to 
cover the matters indicated above. For example, a particular reference should be 
made to whether objectives, performance standards and performance objec- 
tives, (i.e. the outputs), have been achieved and therefore whether the internal 
controls that should be designed to secure their achievement are effective. If the 
outputs have not been achieved, the reasons should be explained by developing 
the statement, including reference to any weaknesses in the control arrangements 
and/or managerial capabilities. Reference should also be made to the organisa- 
tion’s ability to achieve improvements in efficiency and effectiveness in its opera- 
tional activities (not just in the control arrangements). Therefore the ‘Financial 
Responsibility Statement’ should seek information about the steps being taken 
to improve efficiency and effectiveness. Secondly, the content of the statement 
also needs to focus upon the quality of the management arrangements and the 
achievement of the outputs of the organisation as well as on how improvements 
in efficiency and effectiveness are being achieved. This would mean identifying: 


e The extent to which reform of the traditional administrative approach to 
the delivery of public services has occurred and therefore how a managerial 
approach to delivery is being or has been developed. 
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e The extent to which delegation of operational and administrative decision 
making from the political level of management to the civil and local govern- 
ment level of management exists and if it does not, what are the problems 
preventing this occurring (which could include, for example, quality of staff- 
ing, need for further training, lack of managerial information but may also 
be a consequence of other deeper factors such as lack of trust between politi- 
cal and appointed officials which can be very hard to identify and to counter). 

e ‘The role of the head of civil service operational management (i.e., the state 
secretary or equivalent) in the development and oversight of the imple- 
mentation of PFM/IC within each public organisation. 

e Whether an effective managerial structure exists focussed upon the delivery 
of objectives. 

e Whether the finance/economics department has a capacity to apply wider 
financial management skills such as cost analyses to facilitate assessments of 
efficiency and effectiveness and provide long-run financial forecasting so 
that managers making decisions are aware of the long-run financial impacts 
of those decisions and that they also can take into account possible changes 
in operational, legal, demographic and environmental circumstances. 

e Whether there has been a development of the financial information analyti- 
cal capacity of the organisation (i.e., the introduction of more elaborate cod- 
ing structures) so that managers have available to them financial information 
analysed in any form that a manager needs (and this may require a willing- 
ness on the part of the budget department and the treasury in the ministry 
of finance to accept the necessity for developments to the budgeting and 
financial accounting arrangements and also to the budgetary control arrange- 
ments to give operational managers more scope to make decisions). 

e How far performance information has been developed to allow managers 
to link financial and operational performance and also vvith budgets. 

e Whether managers have clear objectives, performance standards and opera- 
tional targets they are to meet. 

e The extent to which accountability arrangements exist and the effectiveness 
of those arrangements. 

e ‘The extent to which there is transparency to the service user and civil soci- 
ety more broadly and to parliament. 


However, what is also important to note about Croatia, which is an impor- 
tant message to countries following the Croatia model, is that the department 
responsible for the oversight of the implementation of PFM/IC should be 
regularly reviewing and developing its approach. This demonstrates as a model 
how important it is to regard PFM/IC as an evolutionary process. Politicians 
as well as managers and auditors should encourage this. 
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For most developing and transition economy countries a requirement to pre- 
pare a statement of internal control (or an equivalent statement) vvould be a 
totally new requirement. That such a statement should be published as part of 
the development of the transparency and accountability arrangements vvould 
be a further requirement. Hovvever, as the introduction of PFM/IC requires a 
significant managerial reform, the statement of internal control should focus 
upon the development of the managerial arrangements including the arrange- 
ment for delegation and accountability. Accountability, as has been pointed 
out previously, is not simply internal accountability but also external. 
External accountability is to several different parties. There is accountability 
to the ministry of finance about hovv public money has been used and vvhether 
the objectives for which it was allocated have been achieved. There is account- 
ability to parliament and also to the user of public services, to the taxpayer 
and to other interested parties. 

The statement of internal control represents a formal mechanism for estab- 
lishing transparency and external accountability about the use of public 
money, the delivery of objectives and performance standards and the actions 
that have been taken where weaknesses have occurred. It should include infor- 
mation about controlled second-level organisations. 

The person responsible for preparing this statement should be the official 
responsible for the implementation of PFM/IC within an organisation. In a 
ministry that would be the state secretary or equivalent. The statement should 
show how the implementation of PFM/IC has improved the utilisation of pub- 
lic resources. The statement should not simply be directed at the effectiveness 
of financial and budgetary controls but should explain, if this is the situation, 
why objectives and performance standards have not been achieved. It should 
also include information to demonstrate actual improvements in efficiency and 
effectiveness. An important feature of the statement should be a discussion on 
the arrangements for risk management and how risks are managed. If it does 
not do that a separate statement on risk management should be published. 

For this statement to be a successful element in the development of PFM/ 
IC it must contain full and frank disclosures. Such an approach should not be 
discouraged or even prevented by a sanctions system upon officials which 
imposes penalties and other forms of discipline if objectives or other elements 
of public administration are not achieved. The overall aim is to improve the 
quality of management and as management involves making judgements and 
taking risks inevitably different views may exist and some decisions will pro- 
duce the anticipated results and others not. 
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Other officials who should be involved in the preparation of this statement 
should include the head of finance and the head of internal audit. The state- 
ment should be subject to review by the external auditor, the auditor general. 

The statement should be prepared annually and published along with the 
financial statements of the organisation. Where only consolidated financial 
statements are published either the statement of internal control should be 
published separately or in a consolidated form but identifying the key issues 
that the statements have revealed. 


Annex: Example Statements of Internal Control 
Example 1: United Kingdom 
A Central Government Ministry 


The first UK example is taken from the Education Ministry. In the UK a 
ministry is called a ‘department’ and is headed by a ‘permanent secretary’ who 
is also titled the ‘accounting officer’. This official is a civil servant and is 
responsible for the quality of operational management implementing policies 
set by the politically appointed ministers. Accounting is on an accrual basis 
but the basis of the accounting is irrelevant for the purposes of drawing up the 
statement of internal control. Although the permanent secretary is responsi- 
ble, a board is appointed which provides advice to that official. The board 
provides leadership for the departments business, helping it to operate in a 
business-like manner. The board should operate collectively, concentrating on 
advising on strategic and operational issues affecting the department’s perfor- 
mance as well as scrutinising and challenging departmental policies and per- 
formance, with a view to the long-term health and success of the department. 

Advice on the content of the statement of internal control is provided by 
the Ministry of Finance. The title of the Ministry of Finance in the UK is His 
Majesty's Treasury or HM Treasury. 

For the financial year 2011-2012 and onwards, the annual Statement on 
Internal Control has been replaced by a requirement for departments, their 
executive agencies and arm’s-length bodies to produce a Governance Statement 
in their annual report and accounts. By uniting disclosures formerly required 
to be made in the Statement on Internal Control with other existing require- 
ments to publish a comprehensive explanation of organisational governance, 
the Governance Statement brings together in one place all disclosures about 
matters relating to an organisation’s governance, risk and control. 
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However, for the purpose of these examples the more focussed statement of 
internal control has been used. This explains why examples are drawn from 
earlier years. 

Department for Education and Skills Resource Accounts 2006-2007 

Statement of Accounting Officer’s Responsibilities 

Under Section 5 of the Government Resources and Accounts Act 2000, the 
HM Treasury has directed the Department for Education and Skills to pre- 
pare, for each financial year, Resource Accounts detailing the resources 
acquired, held or disposed of during the year and the use of resources by the 
Department during the year. The accounts are prepared on an accruals basis 
and must give a true and fair view of the state of affairs of the Department, 
and of its net resource outturn, resources applied to the objectives, recognised 
gains and losses and cash flows for the financial year. 

In preparing the accounts the Accounting Officer is required to comply 
with the requirements of the Government Financial Reporting Manual and in 
particular to: 


e observe the Accounts Direction issued by HM Treasury, relevant account- 
ing and disclosure requirements and apply suitable accounting policies on 
a consistent basis; 

e make judgements and estimates on a reasonable basis; 

e state whether applicable accounting standards, as set out in the Government 
Financial Reporting Manual, have been followed, and disclose and explain 
any material departures in the accounts; and 

e prepare the accounts on an ongoing basis. 


HM Treasury has appointed the Permanent Head of the Department as 
Accounting Officer of the Department. The responsibilities of an Accounting 
Officer include responsibility for the propriety and regularity of the public 
finances for which an Accounting Officer is answerable, for keeping proper 
records and safeguarding the Department's assets, are set out in the Accounting 
Officers’ Memorandum issued by HM Treasury and published in Government 
Accounting. 

Statement on Internal Control 

Scope of Responsibility 

As Accounting Officer, I have personal responsibility for maintaining a 
sound system of internal control that supports the achievement of 
Departmental policies, aims and objectives, set by the Department's Ministers, 
whilst safeguarding the public funds and Departmental assets, in accordance 
with the responsibilities assigned to me in Government Accounting. Within 
the Department I require each Director General, and the heads of certain 
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other units which report directly to me, to sign an annual statement covering 
risk management and the operation of related controls in their areas of respon- 
sibility, to supplement the regular reporting to the Board on their stewardship 
of risks. Similarly, the Chief Executives of the Non-Departmental Public 
Bodies (NDPBs), which are part of the Departmental Group, are responsible 
for the maintenance and operation of the system of internal control in their 
individual NDPBs6 and have signed a statement relating to those systems 
which are reproduced in the accounts of each body. 

The statements from directorates and NDPBs have been scrutinised and 
further information sought when necessary. Internal audit has examined the 
internal control systems and reported upon their effectiveness and the Audit 
and Risk Committee (ARAC) has made an independent assessment of the 
contents of the Statement and are satisfied that it is consistent with their 
knowledge of the Department. 

The Departmental Board includes two non-executive members and regu- 
larly meets to discuss all strategic policy management issues. This includes 
providing direction on major policy, delivery and operational issues, review- 
ing performance and ensuring that the Department is working economically, 
efficiently and effectively. 

The Purpose of the System of Internal Control 

The system of internal control is designed to manage risk to a reasonable 
level, rather than to eliminate all risk of failure to achieve policies, aims and 
objectives. It can therefore only provide a reasonable, rather than an absolute, 
assurance of effectiveness. 

"The system of internal control is based on an ongoing process designed to 
identify and prioritise the risks to the achievement of Departmental policies, 
aims and objectives; to evaluate the likelihood of those risks being realised and 
the impact should they be realised; and to manage them efficiently, effectively 
and economically. The system of internal control has been in place in the 


9 Non-departmental public bodies [NDPBs] are a form of second-level body or agency. When such a 
body is to be established, a ministry must consider many factors amongst which are: 


e define the functions, aims and objectives; 

s define the relationship with the sponsor ministry and accountability to the minister; 

e consider its financial management requirements (accountability, planning, funding and control); 

e ensure that the NDPB has adequate accounting and reporting systems to enable it to produce audit- 
able accounts from the day of establishment; 

e determine how performance against objectives will be measured and decide on arrangements for 
monitoring; 

s consider the extent of its delegated responsibilities; 

e consider when the NDPB should be subject to a review or, for bodies with a finite remit, when and 
how they might be wound up. 
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Department for the year ended 31 March 2007 and up to the date of approval 
of the annual report and accounts and accords with HM Treasury guidance. 

Capacity and Capability to Manage Risk 

The Board recognises the importance of leadership to create an environ- 
ment where risk management is effective and a Departmental Risk 
Improvement Manager is in place. Two department-wide reviews of our risk 
management practice have been conducted to assess the progress made over 
the year regarding the improvement of the Department's risk management 
capacity and capability. These reviews found that we continue to make sound 
progress regarding the way in which we manage our risk. They also identified 
several areas of risk management in the Department and its NDPBs which 
require further improvement. 

‘These issues are now being addressed as part of the actions set out in the 
Department’s Risk Improvement Plan. 

Risk management continues to be embedded into the Department's finance 
and programme and project management training which is widely available and 
achieves high take-up. Guidance on the identification, assessment and active 
management of risk in the Department is available to all staff. The Department's 
Risk Improvement Manager has continued to work with corporate policy col- 
leagues to ensure that risk managementis further embedded into the Department's 
corporate governance, finance management, business planning and assurance 
and performance management arrangements and improvement activities. 

The Department met the Corporate Governance Code of Good Practice 
criteria requiring a professional Finance Director to be on the Board by 
December 2006. 

The Risk and Control Framework 

The Department's approach is to assign risks to those best placed to manage 
them. Therefore, individual managers are responsible to the risk owners 
(Directors General) for managing risk as they have knowledge of the issues 
involved and can best manage risk and mitigate the potential impact. All man- 
agers are expected to systematically identify, assess and manage risk and docu- 
ment the underlying assumptions. Risk management guiding principles have 
been developed for NDPB sponsor teams for use with their sponsor bodies. 

The risk management process is built into the Departments business plan- 
ning and reporting processes. With most of the Department’s expenditure 
being on specific programmes, the main risk management arrangements focus 
on the delivery of this work and the risks associated with changing the way 
public services are delivered. These are managed through a strong programme 
and project management framework. There is clear accountability and owner- 
ship of risk to ensure that risk is managed at the appropriate level and there 
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are frameworks in place to escalate risks to ensure that significant risks are 
reported to senior management and, if required, the Board. 

Improvements have been made over the year as to the way the Department 
manages its key risks via the Department's Risk Committee, which is separate 
from the Board and is chaired by the Director General of Corporate Services. 
In May 2006 the ARAC conducted a review of the Risk Committee. Sixteen 
recommendations for improvement were made and all of these have been 
implemented. 

The key risks facing the Department have been identified and agreed by the 
Risk Committee. The Board regularly reviews these risks and also considers 
new and emerging threats, ensuring that all are effectively managed. Every 
quarter I discuss and review key Departmental risks with the Secretary of 
State [The Secretary of State is the equivalent of a minister]. 

The Department judged that although it had all the necessary guidance and 
instructions required for effective control, they were dispersed and there was 
no effective check that they had been read and understood. A review of cor- 
porate governance led to the Board identifying ten key areas of compliance— 
‘the Basics —that required particular emphasis. This led in turn to all members 
of the senior civil service receiving a corporate governance handbook, includ- 
ing a checklist covering these ten key areas. As part of the internal control 
framework, all members of the senior civil service will reaffirm their personal 
responsibility for their and their staff's compliance with the Basics. 

To support improvement in the risk and control framework management a 
proactive approach to fraud awareness, prevention, detection and investiga- 
tion is taken by the Department. This has been demonstrated by development 
of a Fraud Risk Assessment Tool (FRAT) which provides guidance to manag- 
ers on assessing fraud risks and is part of enhanced risk assessment arrange- 
ments that have been put in place in year. Its use will be evaluated in 
2007-2008 and reviewed by the Fraud Sub-Committee. 

During the year the National Audit Office (NAO)’ produced a number of 
reports which reviewed the value for money of operations involving the 
Department and its delivery agents. No serious issues were identified. 

The recommendations in reports by the NAO and the Public Accounts 
Committee have been carefully considered during the year. 

Review of Effectiveness 

As Accounting Officer, I also have responsibility for reviewing the effective- 
ness of the system of internal control. My review is informed by the Directors 
General within the Department who have responsibility for the development 
and maintenance of the internal control framework, Internal Audit and 


7 The NAO, the National Audit Office, is the state auditor. 
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comments made by the external auditors in their management letter and 
other reports. I have been advised by the Board, ARAC, the Risk Committee 
and the Departmental Risk Improvement Manager. 

The Department’s internal auditors undertake a work programme approved 
by me to review risk management, internal control and governance. The Head 
of Internal Audit produces periodic reports on Internal Audits findings, their 
assessment of risk management, corporate governance and control standards 
in the key corporate risks and delivery areas, and areas where action is required 
to address shortcomings. I meet with the Head of Internal Audit quarterly to 
discuss her report and consider progress in addressing major concerns. She 
also prepares an annual report which includes her professional opinion on the 
effectiveness of the overall systems of internal control and risk management 
within the Department. In addition, this year, Internal Audit have offered 
advice to Directorates within the Department to ensure issues identified 
through the audit work programme have been appropriately reflected in the 
preparation of the Directorates’ annual statements. 

For 2006-2007 ARAC supported the Accounting Officer by offering 
objective advice on issues concerning the control and governance of the 
Department. ARAC was chaired by a non-executive Board member and its 
role and composition was in line with the Treasury’s best practice guidance. 
During the course of the year, ARAC also reviewed its own effectiveness. 
Again, a number of recommendations for improvement were made and all of 
these have been implemented. 

The Department takes seriously the potential impact that fraud can have on 
financial control and achievement of objectives, and the Fraud Sub-Committee 
meets on a regular basis. Their role is to give assurance to ARAC that the risks 
to the Department’s business from fraud and financial irregularity are being 
managed and monitored effectively and is another aspect of good governance. 

Internal Control 

General 

From April 2006 the Department became responsible for payment of the 
Dedicated Schools Grant (DSG). 

This involved the processing of additional £26 billion payments compared 
to previous years. Internal Audit have reviewed the DSG procedures and con- 
cluded that good control systems are in place over the payment process. This 
being the first year of the grant, assurance has been derived from certification 
of Section 52 Budget Returns by local authority Chief Finance Officers when 
they set their budget in spring 2006. This provides assurance that the author- 
ity has budgeted to deploy the grant in support of the Schools Budget. 
Assurance on regularity of expenditure will be from the Chief Finance Officer 
certification of the Section 52 Outturn Statements around November 2007. 
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This is in line with DSG operational guidance and with the assurance frame- 
work outlined in the Accounting Officer’s letters of February 2006 to the 
Comptroller and Auditor General and March 2006 to Local Authority Chief 
Finance Officers. 

2006-2007 has seen the second phase of Local Area Agreements. The pool- 
ing of budgets across Government departments brings with it questions of 
how to ensure regularity, and this year’s control regime rests heavily on the 
Department for Communities and Local Government's Accounting Officer 
with whom I have agreed a Memorandum of Understanding. I am satisfied 
that the arrangements provide a reasonable level of assurance. 

The efficiency programme has now delivered £2.46 billion, some 56% of 
our overall target and despite significant movement in a number of profiles we 
have maintained a contingency position of over £800 million through over 
attainment in the Technology Programme. We have also significantly reduced 
the risk associated with what were our two highest risk initiatives through 
substantial downwards re-profiling. 

Issues 

Our internal control regime has highlighted several policy areas where we 
have traditionally made direct grant awards to an organisation but where we 
now need to introduce an element of competition into the funding process. 
Transitional arrangements to review new grant proposals for 2007—2008 have 
been agreed and reviewed by Internal Audit. The review confirms that action 
has been taken in accordance with the transitional arrangements agreed by the 
Accounting Officer. Further work is to be undertaken in 2007—2008 which 
will both enhance value for money and further mitigate potential risks of the 
payments being regarded as state aid. 

There have been some significant under-spends in 2006-2007. Some major 
capital programmes, notably Building Schools for the Future, have experi- 
enced slippage. The budget reporting regime did not always identify under- 
spends sufficiently early for them to be deployed elsewhere to the Department's 
maximum benefit. The Department is strengthening its management account- 
ing function to improve the scope and ability for redeploying resources. 

Internal Audit and National Audit Office work identified some problems 
remained in the procurement and management of consultants by some users 
within the Department. We have continued to tighten the control regime and 
management information as part of our ongoing activity to improve further 
in this area. 

There has been ongoing work by the Student Loans Company and the 
Department’s Special Investigation Unit investigating Student Loan frauds. A 
Fraud project was set up in 2006-2007 to ascertain the fraud risks and to 
recommend and implement suitable treatments for these risks. A fraud risk 
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exercise was commissioned and the initial estimate is that the fraud rate is 
around 0.6% of applications. Improvements have been made to fraud detec- 
tion and prevention procedures throughout the student finance process to 
mitigate this risk. 

Two other NDPBs have also notified us of frauds that could represent a 
reputational risk to their sectors. Both Accounting Officers have assured us 
that these do not represent a material threat to the operational effectiveness of 
the NDPBs and we are satisfied that appropriate remedial action is in train in 
both cases. 

There have been some examples of NDPBs operating outside their dele- 
gated authority. None have been major in their own right, but they highlight 
the critical relationship between the Department and its key delivery partners, 
particularly its NDPBs. The actions within the Capability Review 
Implementation Plan will further strengthen these relationships. The monthly 
meetings between the Departmental Board and senior officials from our 
NDPBs and the various resulting working groups of functional leads from the 
DfES Group (including Finance Directors) will further strengthen the ongo- 
ing dialogue and foster a better shared understanding of areas of common 
concern. 

Whilst recognising the above issues, good progress has been made in resolv- 
ing them and there are plans in place to further enhance financial control 
systems and improve practice. As Accounting Officer, I am satisfied the above 
issues do not represent a material threat to operational effectiveness and that 
the Department and its NDPBs comply with the Treasury requirements on 
risk management, internal control and governance. 

Signed by: 

Accounting Officer/Permanent Secretary 


A Local Government 


The second example is drawn from local government which is subject to a 
different set of detailed rules, although the principles are the same, as for cen- 
tral government. A local authority in the UK is managed by an elected council 
with the controlling political majority appointing a ‘leader’ who is in effect 
the top political official of the local authority. The mayor or, for some types of 
local authority, the chairperson generally has largely ceremonial responsibili- 
ties but also acts as the chairperson at formal meetings of the local authority. 
Operational management is undertaken by appointed officials (chief officers) 
working under the overall leadership of a chief executive but reporting 
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formally to the relevant committees and ultimately to the council. A recent 
reform though has introduced the idea of ‘executive mayors’ who take over the 
role of leader with the chief officers reporting directly to that person or desig- 
nated politically appointed deputies. 

London Borough of Bromley 

Statement on the System of Internal Control 

Statement on Internal Control 2006/2007 

This statement is provided for the use of Bromley Council in support of its 
Statement on Internal Control (required under Regulation 4(2) of the 
Accounts and Audit Regulations 2003, as amended during 2006). 

Scope of Responsibility 

Bromley is responsible for ensuring its business is conducted in accordance 
with the law and proper standards and that public money is safeguarded and 
properly accounted for and used economically, efficiently and effectively. 
Bromley also has a duty under the Local Government Act 1999 to make 
arrangements to secure continuous improvement in the way in which func- 
tions are exercised, having regard to a combination of economy, efficiency and 
effectiveness. 

In discharging this overall responsibility, Bromley is also responsible for 
ensuring that there is a sound system of internal control which facilitates the 
effective exercise of Bromley’s functions and which includes arrangements for 
the management of risk. 

The Purpose of the System of Internal Control 

"The system of internal control is designed to manage rather than to elimi- 
nate risk of failure to achieve policies, aims and objectives; it can therefore 
only provide reasonable and not absolute assurance of effectiveness. The sys- 
tem of internal control is based on an ongoing process which is designed to 
identify and prioritise the risks to the achievement of Bromley’s policies, aims 
and objectives. It also evaluates the likelihood of those risks being realised and 
the impact should they be realised as well as managing them efficiently, effec- 
tively and economically. 

The system of internal control has been in place at Bromley for the year 
ended 31 March 2007 and up to the date of approval of the annual report and 
accounts. 

The Internal Control Environment 

The internal control environment encompasses all the organisation's poli- 
cies, procedures and operations in place. At Bromley the system of control is 
based on a framework of regular management information, financial regula- 
tions, administrative procedures (including segregation of duties), manage- 
ment supervision and a system of delegation and accountability. 
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Corporate Framework 

Bromley’s plans outline how we will deliver our services and include spe- 
cific targets that allow us to measure our level of success. Some plans are pro- 
duced in partnership with other agencies, which help us to focus our resources. 
The planning framework is arranged under portfolio headings. We operate 
with a Leader and an Executive. The Council maintains the policy and bud- 
getary framework and appoints the Executive. In 2006/2007 this contained 
the Leader and eight Executive members. 

Seven majority members of the Executive were responsible for their portfo- 
lios. Each portfolio holder annually outlines their aims over the coming three 
years, what they will be doing towards achieving their goals and their perfor- 
mance targets. 

Formulation of Policies and Decision Making 

Policy and decision making are managed and controlled within a strong 
well-established framework. The Council’s written constitution sets out in 
detail how the council operates, how decisions are made and the procedures 
to be followed to ensure efficiency, transparency and accountability. Political 
and management control is exercised through the Executive who work to 
defined and established processes. 

Compliance with Policies, Laws and Regulations 

Compliance with policies, laws and regulations is dealt with through a 
range of written rules and procedures which are regularly reviewed and 
updated. These include the Constitution, Financial Regulations, Codes of 
Conduct and the Anti-Fraud and Corruption Strategy. 

Performance Management 

Performance management at Bromley is considered through a range of 
review arrangements including external inspection bodies, external/internal 
audit reviews and the detailed reporting of national and local performance 
indicators. 

Financial Management 

The financial management of the Authority is organised through a wide 
range of well-established processes and procedures which delivers strong 
financial control arrangements. Bromley has in place a strategic budget plan- 
ning process which includes detailed written procedures and which is sup- 
ported by comprehensive Financial Regulations and procedures. Members 
and Chief Officers receive and consider detailed financial information on a 
regular basis and this facilitates the political decision making process. 

Review of Effectiveness 

Bromley has responsibility for conducting, at least annually, a review of the 
effectiveness of the system of internal control. The review of the effectiveness 
of the system of internal control is informed by: 
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e The work of internal auditors; 

e Comments made by the external auditors; 

e Senior managers within the authority with responsibility for the internal 
control environment; 

e The work of the Risk Management Group; 

e Other review agencies and inspectorates. 


The Audit Sub-Committee 

The Audit Sub-Committee has the responsibility for developing and keep- 
ing under review all aspects of the Council’s arrangements for audit and pro- 
bity specifically including 


e Financial regulations; 
e Fraud prevention; 
e Internal and external audit. 


Internal audit reports all significant weaknesses to management and 
Members in the form of prioritised recommendations. All such recommenda- 
tions are followed up for implementation or appropriate management action. 

Internal Audit 

Internal audit is an independent appraisal function that acts as a control 
that measures, evaluates and reports upon the effectiveness of internal con- 
trols, financial and others, as a contribution to the efficient use of resources 
within the Authority. 


Internal audit’s service aims are to: 


e Independently review and appraise systems of control throughout the 
Authority and its activities; 

e Ascertain the extent of compliance with procedures, policies, regulations 
and legislation; 

e Provide reassurance to management and Members that their agreed poli- 
cies are being carried out effectively; 

e Facilitate good practice in managing risks; 

e Recommend improvements in control, performance and productivity in 
achieving corporate objectives; 

e Work in partnership with the external auditors; 

e Identify fraud as a consequence of its reviews and to deter crime. 


Strategic and Annual Audit Plans are used to map out the cyclical coverage 
of fundamental financial systems and other audits. These plans are based on 
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the identification of the Council’s systems and activities to be audited, each 
assessed for risk. Work relating to prevention and detection of fraud and cor- 
ruption is integrated into this audit planning process. Internal Audit operates 
to defined standards as set out in the Chartered Institute of Public Finance 
(CIPFA) Code of Practice for Internal Audit in Local Government. The effec- 
tiveness of the system of Internal Audit is measured by compliance with 
this code. 

Internal Audit provides an independent opinion on the adequacy and 
effectiveness of the system of internal financial control. Each audit is reported 
to the appropriate level of management together with agreed action plans 
where appropriate. The supporting summaries of audit reports help inform 
the overall assessment of internal financial controls. The Chief Internal 
Auditor is empowered to report any matter of concern directly and indepen- 
dently, to the Chief Executive, the Chairman of Audit Sub-Committee or the 
Leader of the Council, if necessary. 

External Audit 

Last year the external auditors in their assessment of Bromley’s use of 
resources scored the Council 3 out of 4 for each of the five aspects that go to 
make up the overall judgement detailed below: 


Element of the audit Latest score 
Financial reporting 3 out of 4 
Financial Management 3 out of 4 
Financial Standing 3 out of 4 
Internal Control 3 out of 4 

Value for Money 3 out of 4 


3 = consistently above minimum requirements—performing well 


External Inspections 

There have been no Audit Commission inspections published during 
2006/2007 although their overall judgement, under the 2006 Comprehensive 
Performance Assessment, is that the Council has robust internal control and 
governance arrangements. 

During the last year the Council has received the following assessments 
from other inspectorates: 

Commission for Social Care Inspection—Adult Social Care Services 

Rated as two stars out of three and ‘serving most adults well with promising 
capacity to improve’. 

The Benefit Fraud Inspectorate—Comprehensive Performance 
Assessment of the Benefits Service 
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Rated as Good (level 3), with the Council meeting 5 of the 12 performance 
measures where the Department had set a Standard and 52 of the 65 enablers. 

Action plans to address the issues identified within these services are in 
place or under development. 

Ethical Governance Audit 

This audit was carried out by external audit and the results have been 
reported to the Standards Committee. 

Significant Internal Control Issues 

In 2006/2007 a number of control issues have been identified as a result of 
the Internal Audit work undertaken in the year. Improvement points and 
action plans have been agreed for all these areas and scrutiny will be main- 
tained to ensure that all priority control weaknesses are fully addressed by 
management. 

In addition, as part of the assessment of controls each Chief Officer has 
signed a statement giving assurance on the level of controls with areas of 
improvement. This process was based on an assessment of key controls within 
Departments. 

Although no new significant control weakness has been identified for 
2006/2007, the issues in previous years remain as those which will require 
ongoing monitoring, namely: 


1) Embedding a risk management process throughout the Council 

2) Full implementation of the procurement strategy 

3) Greater and consistent use of sound programme and project management 
disciplines for large-scale projects 

4) Business continuity plans 


Although continuing progress has been made on all of the above, further 
work remains before these control issues can be reported as fully implemented. 
Arrangements for managing significant business risks need further work. 
Specifically, a detailed review of partnership/contractual risks needs to be 
completed and management training made available to all elected members 
targeted to relevant members initially. The procurement strategy is being 
implemented. Project and Programme management are still areas for further 
development; however, the approved standards are being implemented across 
the Council. There is an approved continuity plan in place as required by civil 
contingencies legislation, and work continues on developing service continu- 
ity plans. 

Signed by: 

Chief Executive (the top appointed official, and by the Leader of the 
Council (the top political official) [equivalent to an executive mayor in some 
countries] 
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Example 2: Croatia 


A Central Government Ministry—Fiscal Responsibility Statement 

In Croatia the requirement is that all public organisations are to prepare 
annually a Fiscal Responsibility Statement (FRS) which is designed to cer- 
tify that: 


e public funds have been spent for the purposes intended and that the spend- 
ing has conformed with legal requirements and with the approved budget; 

e the financial management and control system has operated efficiently and 
effectively. 


The FRS is supported by a fiscal responsibility questionnaire and by an 
internal audit opinion on the system of financial management and internal 
control based on the internal audits performed in the previous year. These 
documents are to be sent to the department of the State Treasury [the Ministry 
of Finance] responsible for the implementation of PFM/IC. 

In the period from 2011 to 2015, the arrangements for reporting on the 
implementation of financial management and internal control occurred in 
the following manner: 


e All budget users (first, second and third level) have been obliged to prepare 
a Fiscal Responsibility Statement (FRS) responding to a questionnaire pre- 
pared by the State Treasury (the Ministry of Finance). Through this state- 
ment budget users have reported on the internal control arrangements in 
the budget cycle processes, that is, on budget planning, execution, account- 
ing, public procurement and financial reporting. 

e The reporting arrangements are that first-level budget organisations (line 
ministries, counties, cities, municipalities) were required to submit their 
FRS to the PFM/IC department of the State Treasury. Second-level budget 
organisations had to submit their FRS to their controlling or supervisory 
first-level budget organisation (e.g., schools had to submit their FRS to the 
appropriate county, universities had to submit theirs to the Ministry of 
Education and Science). The State Treasury PFM/IC department did not 
collect FRS’s from second- and third-level budget organisations. The PFM/ 
IC department analysed only the FRS of the first-level budget organisations. 

e In addition the first-level budget organisations and the larger second-level 
organisations were also required to report additionally on the implementa- 
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tion of the five COSO components—control environment, risk manage- 
ment, control activities, information and communication and monitoring. 


Under the control environment component, heads of organisations 
reported on ethics and integrity; the way in which management operates (how 
regular top management meetings are being held, involvement of the second- 
level budget user heads in the top management meetings about their budgets 
and other factors); the level of development of a planned approach to the 
operations (definition of strategic objectives, programme objectives, the 
objectives contained in the organisational units’ annual plans, including link- 
ages between these objectives); delegation of authorities and responsibilities 
for the objectives/programmes/activities and budget resources; alignment 
between the reporting lines (on programme/project implementation and the 
associated budget resources); cooperation between budget holders within the 
organisation. 

Under the risk management component, heads of organisations reported 
on the appointment of persons responsible for risk management coordina- 
tion; the identification of risks versus the objectives; assessment of risk likeli- 
hood and impact; documenting risk data (risk registers): 


e risk reporting; 
e the extent to which budget holders are informed of risks. 


Under the control activities component, heads of organisations reported on: 


e the existence of internal rules (ordinances, instructions, guidelines) cover- 
ing the budget cycle processes, strategic planning, financial plan produc- 
tion and execution, business event and transaction records, procurement 
and contracting, asset management, own revenue collection, recovery of 
improperly spent or wrongly paid budget amounts; manner in which the 
segregation of duties principle provided for in the Budget Act is applied; 
how ex-post controls of the utilisation of budget resources are to be 
undertaken; 

e information on how the control activities within the budget user are 
organised. 


Under the information and communication component, heads of organ- 
isations reported on: 
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e the achievement of objectives, programmes, projects; arrangements for 
financial plan monitoring and analysis; the level of development of the 
accounting systems (monitoring cost/revenue by programmes, projects, 
activities, organisational units); 

e the existence of the records of contracted commitments; 

e internal reports for the financial reporting purposes; 

e computerisation of the systems and the integration of IT systems; 

e the documentation of the business processes; 

e IT connectivity with the budget users in their structure. 


Under the monitoring and assessment component, heads of organisations 
reported on: 


e monitoring the functioning of the financial management and con- 
trol system; 

e how the head of the organisation ensures that internal regulations (ordi- 
nances, instructions, guidelines) are being implemented in practice 
and updated; 

e the implementation of external and internal audit recommendations; 

e the existence of reporting system within the first-level budget user which 
demonstrates how the financial management and control system is applied 
by budget holders within the organisation. 


Where weaknesses and irregularities are identified, a weaknesses and irregu- 
larities removal plan is required to be completed which covers the following: 


e A description of the weaknesses and irregularities with an analysis of 
the causes; 

e A weaknesses and irregularities removal action plan with a list of the actions 
to be taken and by when; 

e ‘The person responsible for taking action. 


Comment: 

In 2015, Croatia adopted a new Public Internal Control (PIC) Law. This 
introduced a single form of reporting on financial management and internal 
control which was through a developed Fiscal Responsibility Statement (FRS). 
To facilitate this the questionnaire was expanded and the likelihood is that 
this questionnaire will be further developed in the future. 

Budget user managers are expected to utilise the FRS as a ‘self assessment’ 
management tool. The department responsible for PFM/IC in analysing the 
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FRSs takes into account the State Auditor reports and internal audit reports. 
This department prepares an annual report on public internal control. 

All of this activity involves extensive work but it enables the PFM/IC 
department of the State Treasury to establish what has to be improved in the 
PFM/IC methodology, where training should be directed, whether there is a 
need for additional guidelines and what are the priority areas for further 
development. 

The Financial Responsibility Statement takes the following forms: 

Where no weaknesses have been identified: 

FISCAL RESPONSIBILITY STATEMENT* 

I, (name, surname, title and function), the Head of (name of a local and 
regional self-government unit/state budget user/state extra-budgetary user/local 
and regional self-government units budget user/local and regional self-government 
units extra-budgetary user), on the basis of a completed Fiscal Responsibility 
Questionnaire covering the areas of planning, execution, public procurement, 
accounting and reporting, the available information, the internal and external 
audit work results and my own judgment, hereby verify that: 


— funds have been used legally, in an earmarked and purposeful manner; 

— the financial management and control system functions efficiently and 
effectively within the framework of the resources defined by the budget, 
i.e., the financial plan. 


(date and place of issuance) 
Heads signature 


(name, surname, title and function) 

Where weaknesses have been identified: 

FISCAL RESPONSIBILITY STATEMENT* 

I, (name, surname, title and function), the Head of (name of a local and 
regional self-government unit/state budget user/state extra-budgetary user/local 
and regional self-government units budget user/local and regional self-government 
units extra-budgetary user), on the basis of a completed Fiscal Responsibility 
Questionnaire covering the areas of planning, execution, public procurement, 
accounting and reporting, the available information, the internal and external 
audit work results and my own judgment, hereby state that I have detected 
weaknesses and irregularities in the areas of: 

(Please indicate the areas and questions from the Fiscal Responsibility 
Questionnaire with partially affirmative and negative replies provided), which 
will be removed in compliance with the Weaknesses and Irregularities 
Removal Plan. 
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I hereby state that the said weaknesses and irregularities bear no influence 
on the legal, earmarked and purposeful use of the funds and the efficient and 
effective functioning of the financial management and control system within 
the framework of the resources defined by the budget, i.e., the financial plan. 

On the basis of the aforesaid, I hereby verify that: 


— funds have been used legally, in an earmarked and purposeful manner; 

— the financial management and control system functions efficiently and 
effectively within the framework of the resources defined by the budget, 
i.e., the financial plan. 


(Date and place of issuance) 

Heads signature 

(Name, surname, title and function) 

Comment: 

Croatia regards financial management and internal control as an evolving 
activity and therefore the form of these documents will change over time. A 
recent development, for example, has been to increase the emphasis upon risk 
management. 
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Public Sector Reform, Delegation, 
and PFM/IC 


An organisation combines both human and material resources to achieve its 
objectives. The major players in establishing an effective public organisation 
are those with responsibility for giving direction to the organisation, the poli- 
ticians, and the top executive management within the civil or local govern- 
ment service. In this chapter the linkages between public sector reform, 
incorporating civil service reform, personnel management, and public finan- 
cial management and internal control reform are discussed, together with an 
analysis of what ‘delegation means and where it is appropriate to introduce it. 
Delegation is treated by many PFM/IC reformers as though it were a single 
activity, but, whether it is appropriate or not is a more complex issue which 
does require careful consideration and which also requires to be accompanied 
by other reforms. An important consideration depends upon the quality of 
the civil service (or local government service) and the extent to which it has 
been reformed moving from an administrative style to a managerial style. This 
guide shows what an extensive management reform introducing PFM/IC is. 
The reform does not just affect the top and senior management but how the 
personnel of an organisation perform. Effective personnel management (and 
personnel are the most important asset of an organisation) is of central impor- 
tance to a successful organisation. To gain the benefits of the PFM/IC reform 
that reform should underpin civil service/public service reform by providing 
the information and analysis that managers require for the efficient and effec- 
tive delivery of public services. 
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14.1 Public Sector, Including Civil Service 
Reform, and PFM/IC 


14.1.1 Introduction 


A central feature of PFM/IC is that it is about making better use of public 
resources. The systems associated with PFM/IC make this possible but an 
essential requirement is the managerial reform that ought to accompany it. 
Without managerial reform PFM/IC will be just another bureaucratic system. 
That managerial reform should introduce significant change to a traditional 
style of public administration where top managers are political appointees and 
management structures are based upon a hierarchy of rules with a centralised 
hierarchy of decision making and controls with a civil service organisation 
and appointment system that in some countries was (is!) heavily dependent 
upon political patronage. 

An important element of public sector reform is the recognition of the 
significance of the complementarities of the roles of the politicians and the 
top-level civil servants (or for local governments, top local government off- 
cials). For this to work civil servants must be well trained and apolitical. 
Unfortunately, many countries that have started to introduce the PFM/IC 
reform have not, in general, appreciated the extent of these complementarities 
because the reform has simply been regarded as a technical financial reform 
and training has tended to be in the bureaucracy of the reform rather than in 
the managerial opportunities that the reform creates. Earlier in this guide the 
impact of the PFM/IC reform upon different levels of management has been 
described and, particularly the impact upon the political and senior civil and 
local government officials. The impact upon the head of finance is also signifi- 
cant. What has also been pointed out is that the PFM/IC reform has a major 
impact upon budgetary, accounting, and financial reporting arrangements. 

Because the PFM/IC reform has such a significant impact upon all these 
managerial arrangements, and not least upon the relationships between the 
political and the official levels of management, the PFM/IC reform ought to 
be coordinated with the arrangements for public sector and civil service reform. 

Reference is usually made in policy papers prepared to advise on the imple- 
mentation of PFM/IC to the need to delegate responsibility and to establish 
managerial accountability. Earlier in this guide the argument has been that 
broadly, policy and strategy should be the responsibility of the political level 
of management, whether ministers or deputy ministers, mayors, or deputy 
mayors and that operational management should be delegated to the appointed 
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official level of management. However, the politician may not have the skills, 
experience, or technical knowledge to formulate policy or to define how it is 
to be implemented. The top civil service (or the equivalent in local govern- 
ment) should be the key advisers to the politician on the development of 
policy as well as having the responsibility for policy implementation. In effect 
their role is to turn political ideas into practical public services and activities. 
This requires though a stable, well-trained civil service (or local government 
service) with knowledge of the history of the experience of delivering the ser- 
vice or activity. 

Although, in general terms, the civil (or local government) service should 
have the delegated responsibility for policy implementation, this is too simple 
a distinction. It does not recognise the complexities of many public service 
delivery arrangements and nor does it recognise the different circumstances 
often involved in decision making, and not least ‘personalities’. These can 
complicate a delegation decision. In some circumstances politicians should 
become involved in operational management decision making. What should 
be avoided though, is politicians becoming involved in the day-to-day man- 
agement of the organisation for this should be very firmly the responsibility of 
the civil or local government service top official. 

The delegation of decision making is also a matter for operational manage- 
ment because delegation should be a feature of operational management. The 
question then is, what types of decision should be delegated by senior manag- 
ers to more junior managers? 

In this chapter an analysis of the different types of decision or factors affect- 
ing a delegation decision are discussed. This will allow ministers of finance 
and in particular the state secretary of the ministry of finance along with the 
‘driver’ department responsible for the implementation of the PFM/IC reform 
to focus their efforts on specific areas where delegation can or should occur 
and where not or where delegation may be problematic. What to delegate and 
what not, does require careful consideration. 

Along with delegation goes ‘accountability’. In considering delegation and 
accountability the prior question is: ‘what is management’? There is no uni- 
versal definition but an authoritative definition is: ‘management control is the 
process by which managers assure that resources are obtained and used effec- 
tively and efficiently in the accomplishment of the organisation’s objectives’.' 

This idea of management underpins the whole concept of PFM/IC. 


"Anthony, R. N., Planning and Control Systems: A Framework for Analysis (Boston, Mass.: Division of 
Research, Graduate School of Business, Harvard University, 1965, p. 17). 
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Success with implementing the PFM/IC reform depends upon the extent 
of managerial reform, which should be at the core of civil service reform. 
Those responsible for civil service reform should recognise the implications 
for management of the PFM/IC reform. In most countries the impact upon 
management has not been the starting point and as a result there is no ‘owner- 
ship’ of the reform by organisation top and senior management. Consequently 
PFM/IC is often seen as an imposed ministry of finance reform of benefit to 
that ministry rather than one of benefit to the management of the organisa- 
tion itself. Where the reform is a function of foreign aid arrangements then 
the dominant party is the foreign aid organisation which adds to the difficul- 
ties of achieving ‘ownership’. Success in achieving ‘ownership’ makes possible 
the transfer of control from an external organisation, such as the ministry of 
finance and also, because of the centralisation of decision making about per- 
sonnel matters, from the organisation responsible for personnel management, 
to the internal management of an organisation.’ 

Governments want to achieve their policy objectives. Assuming that the 
resources are available, this is not achieved by simply ‘top-down’ instruction. 
An effective managerial organisation coupled with effective personnel man- 
agement are essential components. The following quotation illustrates this: 


If people are the greatest creators of value in organisations, then good performance 
management is critical for an organisation's success. Employees need to under- 
stand what’s expected of them, and to achieve those goals they must be managed 
so that theyre motivated, have the necessary skills, resources and support, and are 
accountable. Performance management is the activities and processes that focus 
on these areas to maintain and improve employee performance in line with an 
organisations objectives. Ideally, performance should be managed holistically, 
throughout the range of HR [Human Resource] activities and processes.’ 


14.1.2 The Main Features of Public 
Management-Oriented Organisations 


A pre-requisite therefore to the introduction of the PFM/IC reform is that 
there is a commitment to the reform of the structures involved in the manage- 
ment of government. The process of reform should be that the managerial 
approach to PFM/IC builds upon an existing robust public administration 


? See Chap. 1 and the observations of Professor Allen Schick on internal and external control. 


The Chartered Institute of Personnel and Development: Performance management: and introduction 
2019: https://www.cipd.co.uk/knowledge/fundamentals/people/performance/factsheet. 


14 Public Sector Reform, Delegation, and PFM/IC 523 


(i.e. essentially one based upon Weberian principles) but then evolves from 
that public administration style into a public management style. A “Weberian’- 
type public administration is a bureaucracy that has these six characteristics: 


CA NA BR Qə NHN — 


. Task specialisation (division of labour) 
. A hierarchical management structure 

. Formal selection rules 

. Efficient and uniform requirements 

. An impersonal environment 

. Achievement-based advancement 


If a Weberian-style bureaucracy does not exist then the first step in the 
reform process should be its creation. To then move from a Weberian-type 
bureaucracy to a management style of organisation requires that the following 
features are established: 


iii. 
iv. 


vi. 


vii. 


viii. 


. Defined objectives and performance standards 
ii. 


A strong managerially trained leadership with the authority to drive the 
organisation to meet its objectives and performance standards and 
expressing core values based upon achievements and the needs of the cli- 
ent/customer (see Chap. 7) 

Effective governance arrangements (see Chap. 1) 

A powerful financial leadership, (finance director type role) focussed 
upon achieving objectives efficiently and effectively with an aim of 
improving productivity by ensuring that all public resources are either 
properly utilised or disposed of (see Chap. 8) 


. The management being responsible for internal control and the applica- 


tion of those external controls that would otherwise have been directly 
implemented by external organisations, such as the ministry of finance 
(see Chap. 3) 

A budgetary system which provides to managers the information they 
require as well as the information that the ministry of finance requires 
(see Chaps. 5 and 8) 

A stable budget for the organisation, including also stable funding of 
that budget during the year with the actual funding occurring to an 
agreed timetable, so that managers can plan with certainty recognising 
that this may not always be possible in all circumstances (see Chap. 4) 
A financial and management accounting system which provides manag- 
ers with the financial control and the financial analytical information 
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managers require, such as cost centre and cost driver information (see 
Chaps. 5 and 8) 

ix. A financially aware management (see Chap. 8) 

x. A management trained in managerial concepts (see Chap. 9) 

xi. Managers having the discretion within agreed boundaries, to make deci- 
sions about how to achieve their objectives and therefore how to utilise 
the resources available to them, or in some instances to dispose of those 
resources such as redundant assets (see also point iv above and Chap. 7) 

xii. İndividual managers being accountable for their achievements in terms 
of objectives and performance standards (see Chap. 7) 

xiii. Senior appointed management, with a separate political management, 
which recognises that it has an external accountability responsibility for 
the achievement of the organisation’s objectives and performance stan- 
dards and objectives, efficiently and effectively and within the relevant 
laws and regulations and for the quality of its internal control system 
(see Chap. 13) 


To summarise, for PFM/IC to be an effective reform, as opposed to a cos- 
metic reform or token reform, there should exist advanced management 
arrangements within government organisations. Those advanced manage- 
ment arrangements require the involvement of both the political officials and 
the civil (and local government) service appointed officials. This, in practice, 
means that political decisions about policy, including the strategy for the 
implementation of that policy, should have regard to the practical experience 
and advice of the civil (or local government) officials about implementation. 
These two groups of officials should not be operating independently of each 
other and neither should the political officials feel that they should have 
responsibility for making all decisions (i.e. both policy and operational). 
Political officials should recognise that the experiences and advice in the for- 
mulation of policy and on proposals for the implementation of policy gained 
by appointed officials can make an essential contribution to the development 
and implementation of effective policy. The benefits of PFM/IC will not be 
achieved without this cooperation between these two groups of officials. 

However, to make this change is neither simple nor a speedy process. Some 
of the problems are discussed below in Sect. 14.2.1. An identifying aspect of 
a managerially oriented organisation is that managers have clear objectives 
and performance standards and objectives that they are expected to work to 
and that they have the performance and financial information to enable them 
to make the best use of public resources in the delivery of their objectives and 
performance standards and performance objectives. 
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Another identifying aspect is that the managerial structures in public 
organisations should be designed to reflect the objectives that the organisation 
is expected to achieve. 

All this impacts upon the arrangements for civil service recruitment and 
training and can represent a significant change in their role. Civil and local 
government servants experienced in operating within a traditional public 
administration but expected to operate in future in a managerially oriented 
organisation do not become managers ‘overnight’. Managerial training should 
be an essential component of the reform. 

If these management features summarised above do not exist or are not 
envisaged within the civil service/public sector reform programme, yet are 
requirements of the PFM/IC reform, clearly the two are incompatible. The 
experience of this author is that the question of compatibility is rarely consid- 
ered by those responsible for implementing the reform. Civil service/public 
sector reform programmes and PFM/IC reform programmes are considered 
independently. This compatibility is also what foreign aid donors should be 
looking for before agreeing to support the introduction of PFM/IC, although 
they do not seem to do so. If that commitment to achieve compatibility does 
not exist then achieving success with the introduction of the PFM/IC reform 
is most unlikely. 


14.1.3 Managing Complex Public Sector Organisations: 
Whether Delegation Is Appropriate or Not 


A central theme of PFM/IC is the development of delegation and managerial 
accountability. 

In practice, little is said in any of the literature or in advice from the 
European Commission or professional bodies such as IFAC‘ about the nature 
of delegation and managerial accountability and how it affects decision mak- 
ing. The central theme of this guide is that improving the utilisation of public 
resources depends upon developing a managerial approach to the manage- 
ment of those resources. It is not simply about introducing techniques: what 
matters is how those techniques are utilised and that in turn depends upon 
the quality of management. The IME for example, in its discussions about the 
introduction of performance based budgeting argues that ‘the introduction of 
performance based budgeting will ideally require greater flexibility for 
ministries and program managers, who are expected to become more 


“The International Federation of Accountants: https://www.ifac.org. 
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accountable for results’. Performance-based budgeting is a technique but its 
success depends upon the quality of the management, not simply the exis- 
tence of the technique. An appreciation of the context in which delegation is 
to occur and then how managerial control is exercised through managerial 
accountability arrangements is necessary if PFM/IC is to be effectively imple- 
mented. Delegation is not a simple matter and depends upon particular cir- 
cumstances. A more sophisticated approach to delegation and managerial 
accountability is needed than a simple blanket policy. Such a ‘blanket’ policy 
is simply unhelpful because it does not provide any clarity about what could 
or should be delegated and what not. The aim of this section of this guide is 
to explore what may be appropriate to delegate and what not. However, cen- 
tral to the idea of delegation and managerial accountability is the existence of 
a managerially oriented organisation. 

Public sector organisations such as ministries and local governments will be 
headed by a single politically appointed official, a minister or mayor. 
Nominally this official is the single ‘all-powerful’ decision maker for the 
organisation and in many countries the law reinforces this position. But this 
person can maintain this ‘all-powerful’ position ‘only to the extent that he is 
not dependent upon others within his organisation’.° The reality is that in 
practice in complex organisations, as are most public organisations, the objec- 
tives of the organisation are derived from compromises between different 
powerful groups (power bases!) within, and sometimes external, to the organ- 
isation. This single politically appointed official therefore cannot make all 
decisions about the operation of an organisation. He/she must have regard to 
those groups that exercise influence which can be internal or external to the 
organisation. One of those groups is, or ought to be, the bureaucracy bringing 
to any discussion information about the experience of policy development 
and application as well as a detailed knowledge of the ‘market’ for that policy. 
PFM/IC is about supporting the development of a more informed bureau- 
cracy. A former foreign minister of Australia made the point that a minister 
(referring to the Westminster system) has ‘two broad ambitions: 


e To implement their policy ambitions, and 
e To survive as a minister and even prosper to promotion’.’ 


5A Basic Model of Performance-Based Budgeting; by Marc Robinson and Duncan Last, IMF Fiscal 
Affairs Department; IMF Technical Notes and Manuals—TNM/09/01: September 1, 2009. 


$ Organisations in action: James D Thompson: 1967, Chapter 10, p. 132: McGraw Hill. 
7 Public Money and Management Nov 2020: Vol. 40: Alexander Downey, p. 551. 
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He also went on to say: ‘In reality, for a minister the implementation of policy 
efficiently and effectively is by far the most important function of the civil 
service.” 

In a political organisation, key influencers will be the prime minister and 
the minister of finance. Other influencers will be external regulators and pres- 
sure groups. This idea of the ‘omnipotent individual’ is also negated by other 
conditions, which include: 


e ‘When the complexities of the technology or technologies exceeds the 
comprehension of the individual, and this is not to do with the individual’s 
intelligence but rather his/her experience.’ 

e “When the resources required exceed the capacity of the individual 
to acquire.’ 

e ‘When the organisation faces contingencies on more fronts than the indi- 
vidual is able to keep under surveillance.” 


When such circumstances exist, as they will with most ministries and local 
governments, the number of power bases within the organisation expands and 
the result is that in highly complex organisations, such as ministries and local 
governments, power is, in reality, dispersed. Consequently, any decisions, apart 
from those that have only a very narrow impact, have to take into account the 
views and information available from those different power bases, That is, to 
use the observation of the former Australian minister, if the minister (or mayor) 
is to survive and prosper. A task of the bureaucracy is to bring together those 
different views and to ensure that the information available from those differ- 
ent sources is properly reflected in the advice to policy makers. The conse- 
quence of this is the emergence of what one academic commentator, Thompson, 
called a ‘dominant coalition’ which represents the different interests within an 
organisation. However, to get business done Thompson argued that what actu- 
ally emerges in complex organisations is an ‘inner circle’. This may be a formal 
or an informal group but which effectively conducts the business of the organ- 
isation that is, exercises leadership. Membership of that ‘inner circle’ should be 
dynamic to reflect changing circumstances and particular interests. The ques- 
tion then becomes who should be the members of this ‘inner circle’ in a public 
organisation? This is very important in considering the implications of the 
application of PFM/IC because it raises the question as to whether the mem- 
bership of the ‘inner circle’ should be restricted only to the political appointees, 


8Ibid., p. 552. 
” Organisations in action: James D Thompson: 1967 Chapter 10, p. 133: McGraw Hill. 
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in effect shutting out the bureaucracy. It therefore affects delegation. An ‘inner 
circle’ that excluded the most senior official and possibly certain professionals, 
depending upon the nature of the organisation would not facilitate the devel- 
opment of an efficient and effective organisation and would be incompatible 
with the idea of delegation. This is because to achieve the objectives of a com- 
plex organisation different interests and experiences need to be considered, not 
least those of the bureaucracy. For example, in some public organisations where 
there is a high technical professional input into decision making processes, 
such as in health, military, or educational organisations the ‘inner circle’ ought 
to include representatives of that technical professional element of the organ- 
isation. However, in the operational delivery of public services there is always 
(apart from very small public organisations) a “high professional input’, but not 
necessarily just a technical professional input. That high professional input will 
include ‘professional’ officials (i.e. the civil or local government service) whose 
responsibility will be to ensure that operational delivery reflects not just ‘tech- 
nical professional’ opinions, but also other opinions such as that the decision 
can be financed, that it is compatible with government policy, that it is legal, 
that it is practical, that it represents an efficient and effective utilisation of pub- 
lic resources. The implementation of PFM/IC improves the capability of the 
bureaucracy to make that ‘professional’ contribution. 

The main representative of the civil service would be the most senior civil 
servant such as the state secretary in a line ministry (or the equivalent in a 
local government) and depending upon the circumstances other officials may 
be involved. In making their contribution to the decision making processes 
those senior civil servants should exercise judgement and political astuteness. 
They, in turn, will be advised by the different ‘professionals’ within the bureau- 
cracy. One of those would be the head of finance. ‘Developing capabilities, 
including judgement, in those civil servants whose roles bring them into a 
close working relationship with politicians starts with clear and evidence- 
based analysis of the requirements which make civil servants effective in work- 
ing with politicians.” This requires great skill and experience. 

In all public organisations a critical factor is finance, that is the availability 
of appropriate financial resources, stability of the finances of the organisation 
and how well the available finance is utilised not only in its allocation against 
priority objectives but also in its operational utilisation. This means that that 
‘inner circle’ in practice ought to include not only representatives of those 
responsible for operational delivery, but also including those responsible for 


10 Hartley and Manzie: It’s every breath we take here: political astuteness and ethics in civil service leader- 
ship development: Public Money and Management: Nov 2020 Vol 40: p. 569. 


14 Public Sector Reform, Delegation, and PFM/IC 529 


the management of the finances of the organisation.'! As public organisations 
operate in a dynamic environment and frequently in an environment where 
there are many complex issues and judgements that need to be made the 
responsibility of the political element of management in making deci- 
sions should have regard to the views of all those whose knowledge and expe- 
rience would have an impact upon the quality of the decision. 

This demonstrates the need to involve the civil or local government service 
in advising on the policy making processes as well as on operational manage- 
ment decision making processes. This involvement would be particularly 
appropriate where the decisions that need to be made are for those areas of 
business where the ‘professional official’ (technical and/or civil service) has the 
most appropriate knowledge. These are the circumstances which apply with 
both policy formulation and operational management. They would be the 
characteristics of a Weberian type civil service reformed to reflect a managerial 
operating environment. 

Thompson pointed out that decisions involve two major dimensions: pref- 
erences regarding possible outcomes, the political values and beliefs or the 
facts about cause/effect relations.)” Complicating any decisions are either ‘cer- 
tainty or ‘uncertainty’. This impacts upon who should make the decision, 
that is, on the appropriateness of delegation. These relationships were shown 
in a table by Thompson (which in turn was initially developed with a col- 
league”) and has been further developed by this author to reflect the opera- 
tional environment of the public sector (see Table 14.2). 

In the public sector the primary concern of the politician, the minister or 
mayor, should be about policy and securing the implementation of that policy. 
Political policy is an expression of ‘values’. Central to policy decision making is 
judgement about values and the politician will make those judgements. The 
most important responsibility for a political leader is to reach an agreement on 
‘values’. Political values will be formed by many factors, including how special 
interest groups react, the views of independent policy ‘think tanks’, political 
party historical policy, and by the information available from the official bureau- 
cracy. In a democratic country political policy is also likely to be challenged. 

In developing policy, a wide range of factors, some of which are external to 
the country do need to be considered. This task of assembling, assessing, and 
advising on the impact is essentially the responsibility of the bureaucracy. For 


"See also, Who Really Governs and How: Considering the Impact of the Dominant Coalition: Andersson 
and Renz: Non Profit Quarterly October 2019. 


Organisations in action: James D Thompson: 1967 Chapter 10, p. 134: McGraw Hill. 


James D. Thompson and Arthur Tuden, eds., Comparative Studies in Administration (Pittsburgh: 
University of Pittsburgh Press, 1959), pp. 195-216. 
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example, internal and external factors can include a wide variety of matters such 
as those affecting financial regulation, food safety standards, environmental 
management systems, taxation, intellectual property, telecommunications, and 
infectious disease control, all depending upon the coverage of the policy. The 
bureaucracy should be familiar with all such factors. External factors are likely 
to increase as the influence and activities of international organisations increases, 
for example, over addressing climate change, economic management, and 
world health. 

An example of a ‘value’ question which only politicians may need to address 
is, should technical and further education be delivered by public sector organ- 
isations or by private sector organisations? Whatever the arrangement, a fur- 
ther element of ‘value’ is a decision about who should meet the cost? Should 
it be the state from taxation or the student or a combination of the two or in 
some circumstances an employer? Another example of a ‘value’ decision would 
be who should be responsible for the delivery of health care and if the public 
sector, should that cover all aspects of healthcare or only some and for those 
that are to be delivered by the public sector should the public sector have a 
monopoly in health care provision or not? Associated with these questions is 
a further question about how should the services be financed, such as through 
taxation or by charging or by some combination of the two? Another question 
that would arise would be about the practicality of any decision. If, say, a deci- 
sion was made to require technical and further educational provision to be 
provided by the private sector then officials should assess the capacity of the 
private sector, the likely cost, the practicality of such a policy decision, the 
arrangements for the monitoring of quality (see example of the TAFE arrange- 
ment in Australia, Chap. 12) and for the audit of consequential public expen- 
diture. All such ‘value’ questions are likely to be controversial with the parties 
to any debate being more or less certain about the outcomes. 

In summary, the political decision about values should be informed by facts 
or factors and the responsibility for providing information about the facts or 
factors should lie with the civil (or local government) service. Where advice 
has been accepted by politicians about the development of a government pol- 
icy from external sources or where much of the analytical work may have been 
undertaken by third parties, such as academics, the civil service should have 
the capacity to assess or to make an independent assessment of the quality of 
such analytical work, including about levels of certainty. This assessment 
should cover costs, impacts, and forecast outputs and practicality. For many 
public service activities, the facts or factors may be uncertain. Costs can often 
be defined with reasonable accuracy, although not with complex projects, 
when assessments of impacts and outputs can be very subjective. 
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The civil service should also advise ministers on an evaluation of possible 
alternatives and of the potential opposition to the proposed policy. This form 
of briefing serves to inform not only the political officials but also the civil 
service officials themselves about the strengths and weaknesses of policy 
proposals. 

A summary of the facts or factors, including any international issues that 
the civil service should be concerned with in advising a minister on the devel- 
opment of a particular policy is set out in Table 14.1. 

As for both the values and the factors affecting any decision there can be 
either certainty or uncertainty. An objective of both ministers and officials 
should be to achieve as much certainty as possible. Achieving certainty in val- 
ues can be made more complicated where more than a single organisation is 
involved in making the judgement about values. For example, where different 
ministries or different levels of government are involved, each may have its own 
view of values. The same can be true for all the factors affecting any decision. 

Once a political decision has been made because there is agreement or 
majority agreement on values, policy can then be defined. This will require, as 
shown above, the determination of the cost, the establishment of feasibility 
and the acceptability of the proposed policy. This would be the responsibility 
of the civil (or local government) service taking into account all possible 
sources of advice. Their further responsibility is to then implement that 
decision. 


Table 14.1 Dimensions for analysing public policy" 


Effects Effectiveness VVhat effects does the policy have on D 
the targeted problem? u 
Unintended VVhat are the unintended effects of r 
effects this policy? 5 
Equity VVhat are the effects of this policy on 
: b 
different groups? À 
Implementation Cost What is the financial cost of this : 
policy? | 
Feasibility Is this policy technically feasible? l 
Acceptability Do the relevant stakeholders view t 
the policy as acceptable? y 


Durability is the capacity to be sustained over time—an important feature of public 
financial management summarised in the term ‘financial resilience—see Chap. 8. 

(This framework was developed for application by those persons working on public 
policies and who would interact with policy makers) 

aA Framework for Analyzing Public Policies: Practical Guide September 2012: 
National Collaboration Centre for Healthy Public Policy: A Framework for Analyzing 
Public Policies: Practical Guide (ncchpp.ca): www.ncchpp.ca/docs/Guide_framework_ 
analyzing_policies_En.pdf 
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Without agreement on values there cannot be a clear implementation 
of policy. 

There will be occasions where changing circumstances mean a rethink of 
values and similarly with facts (as the Covid pandemic has shown) in which 
event, implementation policy may need to change. This though is not about 
uncertainty but is about changes of circumstances. How complex decision mak- 
ing can be is illustrated by the following matrix shown below at Table 14.2.'4 

The civil or local government official cannot be the decision maker so far as 
the values element of the matrix is concerned or indeed about the principles 
of implementation: that is entirely a political responsibility. But the civil or 
local government official should be able to advise on such decisions and 
should be particularly well informed given his/her responsibility for the devel- 
opment of information about the facts or factors affecting implementation 
and the historical knowledge of previous policy initiatives. 

Where there is certainty about a particular policy and about both the 
values and the facts coupled with agreement that resources are available, no 
further political decision is required and implementation can proceed (i.e. 
implementation would fall into quadrant 1 with implementation being the 


Table 14.2 The Thompson-Tuden matrix? 


Values 
Certainty Uncertainty 
(Meaning in (Meaning in practice 


practice, political a lack of political 
agreement about agreement exists 
the policy to be about the policy to 


adopted) be adopted) 
Cause/effect relations, i.e., Certain (the 1 3 

the factors affecting any factors are 
implementation decision known) 
are known or unknown Uncertain 2 4 

(the factors 

are 

unknown) 


The numbering of the quadrants is 
explained in the text below 
aOrganisations in action: James D Thompson: 1967 Chapter 10, p. 134: McGraw Hill and 
James D. Thompson and Arthur Tuden, eds., Comparative Studies in Administration 
(Pittsburgh: University of Pittsburgh Press, 1959), pp. 195-216 


"Tam particularly grateful to Stephen Peterson, who served as the Faculty Chair of Harvard’s Executive 
Programme in PFM (1986-2010) for his suggestion to use the Thompson-Tuden matrix. 
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responsibility of the bureaucracy, that is delegated to the official level of the 
organisation). As operational implementation is developed practical questions 
may emerge which may require political intervention but these normally 
should be at the margin. 

However, where the political policy is agreed but there is uncertainty about 
how the facts or factors will affect the implementation of the policy then a politi- 
cal judgement should be made about whether to proceed with operational 
implementation, and if so on what terms? In this situation there will be an ele- 
ment of guesswork about the effects of implementation and therefore a learning 
process will be required in which the civil service (or local government) officials 
responsible for implementation will need to consult with the political level. The 
terms of the political approval to implementation will determine the scope that 
the bureaucracy has to make operational decisions and the point at which politi- 
cal approval will be required. The overall message should be that in such circum- 
stances implementation should be applied with caution and is likely to involve 
more detailed consultation between appointed officials and the political level but 
that does not mean that the political level should be responsible for all imple- 
mentation decisions. What it may mean is that implementation should be more 
tentative. Application of policy under these conditions would fall into quadrant 2. 

An approach to implementation in such circumstances is that advocated by 
Karl Weick of looking for small wins: ‘A small win is a concrete, complete, 
implemented outcome of moderate importance. By itself, one small win may 
seem unimportant. A series of wins at small but significant tasks, however, 
reveals a pattern that may attract allies, deter opponents, and lower resistance 
to subsequent proposals. $ 

Small wins can also hugely influence motivation, by offering people a sense 
of progress and achievement./” 

Where there is uncertainty about values but there is certainty about the 
facts or factors affecting implementation, application of the policy would fall 
into quadrant 3. Appointed official-level responsibility for implementation 
will be affected by the tentative nature of political confidence about the out- 
come of the policy to be pursued and the pressures upon the political decision 
maker will be intense as agreement is sought on values, or to find the best 
possible compromise. This may result in frequent modifications to policy. But 
this should not mean that the politician should seek to take over responsibility 
for implementation. Why should that occur? The problems of 


15 Small Wins Redefining the Scale of Social Problems: Karl E. Weick Cornell University: American 
Psychologist: January 1984. 

16"The Power of Small Wins: Teresa M. Amabile and Steven J. Kramer Harvard Business Review, 
May 2011. 
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implementation will become more complex and that requires a more profes- 
sional and experienced official responsible for implementation capable of 
advising the political level about alternative policies to meet uncertainty about 
values. What it should mean is closer cooperation between the official and 
political levels of management. 

Where policy development and application fall into quadrant 4, that is, 
uncertainty about both values and facts or factors, an impossible situation 
exists which neither politician nor official can fully address. In this circum- 
stance, the most effective option is for the minister or mayor to work to 
achieve the maximum consensus on values when only then can a decision be 
made about operational implementation recognising the uncertainty about 
the factors affecting implementation. In such circumstances the official 
responsible for operational implementation should exercise great caution 
working with the political level but any attempt by the political level to take 
over responsibility for operational implementation should be resisted. 
However, the reality is that a decision must be made: there cannot be paraly- 
sis, and the politician should take that decision but knowing the level of 
uncertainties which exist and the responsibility of the official is to then imple- 
ment that decision to the best of his/her ability. This also will require very 
close cooperation between politician and official. 

Politics is the art of the possible. The aim of both the politician and the 
official should be to move all activity as far as possible into quadrant 1. 

"This type of Thompson-Tuden analysis can only be undertaken where there 
has already been established a Weberian style of public administration with its 
development into a managerial style. For many developing and transition 
economy countries this emphasises the need for civil service/public sector 
reform as a condition for the implementation of PFM/IC. Without that there 
is only limited clarity about the roles and responsibilities of politicians and 
officials. The experience of this author is that politicians tend to absorb the 
decision making responsibilities of the official, even for some of the most 
routine and minor administrative decisions. They would particularly see their 
role as decision maker where there are the levels of uncertainty as expressed in 
quadrants 2—4 and of course officials, who could be anxious to avoid criti- 
cism, may be willing to let politicians take decisions in such circumstances. 
The extent to which politicians take over decisions about implementation in 
effect limits the delegation of authority and prevents the development of the 
quality of the civil or local government service as an adviser to the political 
level. It also prevents the civil service being influential in the decision making 
process, that is, in the ‘dominant coalition’ or ‘inner circle’ envisaged by 
Thompson. That is detrimental to effective decision making because it removes 
an important dimension from the decision making process. Where such 
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circumstances exist and there is limited clarity about the roles and responsi- 
bilities of politicians and officials, the application of the PFM/IC policy is 
inappropriate unless there is a commitment to civil service/public sector 
reform. However, sometimes politicians express a lack of confidence in the 
quality of the civil or local government service and resist delegation for this 
reason. In such circumstances the most appropriate course of action is to 
reform the civil or local government service, not seek to substitute for the 
existing service, elected officials or ‘friends’ of elected officials who are unlikely 
to be able to bring that detached view which is so essential to effective policy 
implementation and not least to provide ‘challenge’. Where this lack of confi- 
dence exists the introduction of PFM/IC is inappropriate. 

Taking the example above to illustrate the circumstances where there is an 
inappropriate distinction between the roles of politicians and officials would 
be decisions about the routine administration of a ministry or local govern- 
ment. Routine administration should be treated as a civil or local government 
service responsibility. Yet in many developing and transition economy coun- 
tries this does not always happen or only happens in part. The politician 
becomes involved in the administrative decision making process. Delegation 
even at this most basic of levels is often limited and administrative decisions 
risk becoming politicised. Where the politician takes on the role of the admin- 
istrator this also alters the structure of those comprising the ‘inner circle’ 
membership. The same information would still be required for effective deci- 
sion making but the personalities making the decision would change from the 
official to the politician. In such circumstances the role of the politician in 
effect changes from politician to administrator and this will affect the mem- 
bership of the ‘inner circle’. That does not necessarily improve the quality of 
decision making, perhaps the opposite, and is likely to introduce other factors 
into administrative decision making, not least political values. Another factor 
that also should be borne in mind is that where the politician becomes the 
operational decision maker it creates opportunities for rent seeking because 
the politician has access to suppliers and the appointment of other officials. It 
also assumes that a managerial capability exists amongst elected officials not 
available to the civil or local government service. However, where such a situ- 
ation occurs the message that really needs to be appreciated is that either there 
is a breakdown in the relationships between the political and appointed off- 
cial levels (and the reasons for this need to be established) or the bureaucracy 
is not, or is not perceived to be, of the appropriate quality. This almost cer- 
tainly means that the bureaucracy does not meet the requirements of a 
Weberian style bureaucracy with the capacity to develop into a managerial 
style bureaucracy which is a necessary reform with the implementation 
of PFM/IC. 
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An alternative analysis of decision making to the Thompson-Tuden matrix 
which has a similar focus, although using different language, has been devel- 
oped by Hofstede.'” The Hofstede classification asks these questions: 


(a) Are the objectives of the activity unambiguous or ambiguous? From a 
PFM/IC perspective the greater the clarity of the objectives the greater the 
possibilities of delegation. This therefore asks the question of the politi- 
cian, can he/she be clearer about what the aim of the policy is. If so, this 
would allow the politician/official relationship to be more clearly speci- 
fied. This also has the added benefit that the political level itself must be 
more specific about what its aims are. 

(b) Are the outputs measurable or non-measurable? Again, an aim of PFM/ 
IC is to achieve a definition of outputs which is measurable, if possible. 
Measurable objectives would enable the politician to express more clearly 
what is expected of the civil service. This would then allow the political 
level to have more confidence in the performance of the civil service and 
therefore encourage delegation. 

(c) Are the effects of management interventions known or unknown? 
Achieving an understanding of management interventions is an aim of 
PFM/IC. Where there is little or no awareness of the impact of civil ser- 
vice actions, the likelihood is that delegation will be extremely difficult to 
achieve and therefore an aim over time should be to focus on developing 
awareness before seeking to implement delegation. 

(d) Is the activity repetitive or non-repetitive? If the activity is repetitive, then 
the politician should be aware of the results and that would argue in 
favour of delegation. If the activity is non-repetitive then whether delega- 
tion was appropriate would depend upon analysis based upon points (a) 
to (c) above. 


Those responsible for considering the issues surrounding delegation should 
consider both the ideas contained in the Thompsom-Tuden matrix and those 
of Hofstede. Whether the objectives (or using the Thompson-Tuden analysis, 
values) are unambiguous or ambiguous (item a) above) is regarded by Hofstede 
as the most crucial criteria affecting how the activity is to be managed. If there 
is clarity about the objectives (or values) and this is a political responsibility to 
be derived from political values then there can be a clear target to be achieved 
and this makes delegation in principle to the civil or local government service 


7 Hofstede G., Management control of public and not-for-profit activities: Accounting, Organizations 
and Society. Vol. 6, No. 3, pp. 193-211,198I. 
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relatively easy (i.e. provided a managerial capability exists within the official 
level of management and is recognised by politicians to exist). However, the 
reality is that often objectives can be unclear for several reasons such as conflicts 
of interest and/or, of values. The example of a prison given in Chap. 1, illus- 
trates the point: the director of the prison may be most concerned about secu- 
rity, psychiatric staff may be concerned about rehabilitation, and higher levels 
of management may be concerned about overall cost. Thus, what is the objec- 
tive of management? This lack of clarity may require a political decision but 
once that decision has been made there is no reason why delegation could not 
occur. Other reasons for lack of clarity include rapid changes in the operational 
environment, such as new legislation, developments in IT, new drugs and so 
on where political agreement may be required to the appropriate response. 
However, responsibility for implementation, once agreement has been reached 
should remain at the official level and appropriate accountability arrangements 
then developed. Clarity of management responsibility then becomes clear. 
Where unambiguous objectives exist and there are no conflicts of interests and/ 
or values then delegation to the official level would be appropriate. 

The second Hofstede classification (b above) is, are the outputs measurable 
(quantifiable) or non-measurable. If measurable, management control pre- 
supposes that the output of an activity can be identified and compared to the 
targets that have been set (or could be set). Consequently, if variations occur 
during implementation, decisions can be made about how to ensure as far as 
possible that the original targets can be met or alternatively whether the origi- 
nal targets remain valid. Again, where such circumstances exist delegation to 
the bureaucracy is possible. However, many public organisation activities can- 
not be easily quantifiable and Hofstede gives as examples, an army in peace- 
time or a public relations department or the outputs of an education ministry. 
In these circumstances Hofstede argues that what can only be measured are 
inputs rather than outputs and those measures of input activities which can 
provide an indicator of the quality of performance in different circum- 
stances should be used. Another example of the problem of measure- 
ment would be the assessment of the educational performance of individual 
schools. This may be measured by examination results although disputes may 
occur about the appropriateness of the examinations and whether, for exam- 
ple, they assess simply memory or a capacity for critical analytical thought. 
Another measure could be the proportion of children of different sexes and 
age ranges attending school and attending consistently or the proportion of 
children in a school from lower income families. The political responsibility is 
to provide clarity about the values and from that, about the objectives to be 
achieved by management. In all such circumstances delegation is appropriate 
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once clarity exists although consultation with politicians may be needed, but 
a requirement for consultation does not mean that the politician should take 
on the responsibility for operational management. 

The third classification (c above) is, are the effects of management interven- 
tions known or unknown? Where the civil servant or local government offi- 
cial knows how and when to intervene in order to obtain the desired result 
and has the authority to manage resources to enable the desired results to be 
achieved delegation could occur. Hofstede points out that the relationships 
between a manager's intervention and the reaction of the organisation must 
be clear. In practice these relationships are not always clear particularly with 
the delivery of ‘social welfare’ and ‘educational’ activities. Usually what is 
important in such circumstances is the historical knowledge and experience of 
the civil servant or local government official as manager. Where there is no 
delegation and politicians become the operational managers, such managers 
can change frequently and the opportunity for the political official acting as 
the manager to gain such a degree of historical knowledge and experience to 
achieve the objectives is likely to be very limited. This argues again in favour 
of delegation of operational management to a more stable group, which 
should be the civil or local government service officials. 

The fourth classification (d above) is, is the activity repetitive or non- 
repetitive? Repetitive activities (those that occur daily, weekly, a few times a 
year, once a year) allow a learning effect to occur. Repetitive activities facilitate 
learning. But this again can only occur if the operational management is sta- 
ble and therefore has the opportunity to learn from repetitive activity which 
again points to delegation to civil or local government service officials from 
the political level. (Securing operational management stability is an important 
responsibility of the top operational manager.) 

What this analysis points to is that opportunities for delegation do exist. 
Whether delegation can be achieved depends upon several factors. Delegation 
to be effective must be accompanied by a range of other reforms referred to in 
this guide such as those impacting upon the organisation of the civil service, 
budgetary processes, and the development of financial analytical and perfor- 
mance information. A critical factor though in the development of delegation 
is the level of confidence that the political level has in the civil or local govern- 
ment service because with delegation the civil or local government service has 
to make decisions, including about the utilisation of resources. Political stabil- 
ity is also very important because where instability exists the boundary 
between political and appointed official decision making is also likely to be 
unstable and this will make delegation potentially much more difficult. 
Attempting to require delegation without looking at the wider consequences 
of delegation would be a mistake. 
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Having determined which decisions should be delegated and to whom, the 
form of the accompanying managerial control or how accountability arrange- 
ments should work, needs to be established. Hofstede defined six types of 
control. These are: 


1. Routine control: This can be developed where there are unambiguous 
objectives, measurable outputs, known effects of interventions, and activi- 
ties are repetitive. This type of control can be prescribed in precise rules 
and regulations and can be applied through the normal civil service/local 
government hierarchy. (Examples would be in the treatment of social 
insurance claims or the issue of passports.) Where routine control arrange- 
ments can be applied then the message is that this should be the first focus 
for the development of delegation and the consequential managerial 
accountability arrangements. Such controls should form the basis for 
reporting to higher levels of civil service management and ultimately to the 
political level of management. 

2. Expert control: This applies where objectives are unambiguous, outputs 
measurable, the effects of interventions (i.e. outputs, not outcomes) known 
but the activity is not repetitive. In such circumstances appropriate expertise 
should be recruited to the civil or local government service. Utilising an 
expert in such circumstances enables the responsible public official to take 
advantage of the ‘repetitive experience’ of the expert even though the organ- 
isation itself may have no such repetitive experience. This points to a need for 
delegation to a civil or local government servant who is familiar with current 
operations and through that familiarity can ensure that expert activity is 
integrated with current knowledge and experience. The message is the same 
as for ‘routine control’, namely that such controls should be applied through 
the civil or local government service hierarchy and form the basis for report- 
ing ultimately to the political level of management. (An example would be 
the introduction of new IT systems or development of new infrastructure.) 

3. Trial and error control: This form of control can be appropriate if objec- 
tives are unambiguous, outputs measurable, the activity is repetitive but 
the effects of interventions are not known. The use of rigid rules and pre- 
scriptions is not possible but this type of control would be exercised 
through a thorough ex-post analysis of both successes and failures. 
Examples would be the introduction of new products, services, or treat- 
ments. The argument is that in these circumstances the organisation can 
learn to control through its own successes and failures. Expert knowledge 
of the operational environment in which the new product, service, or 
treatment is to be introduced though is essential. Because of the possible 
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level of uncertainty, the likelihood is that even though this type of control 
would be exercised at the appointed official level, probably this would be 
in close coordination with the political level. (Examples would be the use 
of new social welfare or child care procedures.) This would affect the form 
of the accountability arrangements. 

4, Intuitive control: This is similar to the ‘trial and error control arrangement 
but would apply where the activity is not repetitive. Intuitive control relies 
upon the quality of management and that means responsibility for the 
exercise of the control should fall upon a person or persons who can be 
trusted to intuitively find the proper form of intervention needed to 
achieve the desired results. An example of where intuitive control may be 
necessary is how to reinvigorate a demoralised group or unit. If the delega- 
tion of operational management has been developed then there is every 
reason to delegate activities to appointed officials where this type of con- 
trol is appropriate. However, where delegation is only being currently 
developed control decisions of this type will probably tend not to be 
delegated, at least initially. Where delegation does occur, this again would 
affect the form of the accountability arrangements. 

5. Judgemental control: What is to happen where outputs are not measurable 
even though objectives are unambiguous? In these circumstances the first 
question to be asked is whether any indirect measures of outputs (perfor- 
mance indicators) can be found which can be considered acceptable ‘sur- 
rogates’ or ‘proxies’ for the missing direct measures. If such measures can 
be found that make sense and are acceptable to the parties involved, the 
control problem will become similar to the case of measurable output. If 
no indirect measures are available control of the activity becomes a matter 
of subjective judgement. In such circumstance delegation does become 
more difficult and the political level may wish to retain responsibility for 
decision making. That though does not necessarily make the quality of 
decision making of any better quality. The circumstances in which judge- 
mental control is exercised will determine the precise accountability 
arrangements. 

6. Political control: This form of control applies where objectives are ambigu- 
ous (quadrant 4 in the Thompson-Tuden analysis). Here the political man- 
agement should attempt to clarify the ambiguity by making a decision so 
that for those lower down the organisation there is no ambiguity. But until 
such a decision is made delegation is not possible. Political control may 
also be appropriate in the management of a reaction to an emergency such 
as a major fire or accident or earthquake or pandemic or a terrorist inci- 
dent. Where there is political control, the involved politician will still be 
accountable to his/her peers. But in many circumstances of this type, col- 
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laboration between the political and appointed official levels is essential 
even though decisions may remain at the political level. 


Because the provision of public services can be complex, cooperation 
between ministries and other public bodies (not least local government) can 
often be essential. Cooperation complicates decision making processes and 
when several organisations are involved, conflicts of objectives can occur. In 
such circumstances policy decisions will almost inevitably tend to remain at 
the political level but such political decisions can also determine how opera- 
tional management decisions will be made. 


14.2 The Effect of Introducing the Concept 
of Efficiency and Effectiveness into Public 
Service Administration 


14.2.1 The Impact of Introducing Efficiency 
and Effectiveness into 
the Managerial Arrangements 


A practical problem that public sector administrators have working within 
traditional public administrative arrangements is that they generally have lit- 
tle financial information on which to make decisions. There is no market test 
or pricing mechanism which limits or otherwise affects the demand for public 
services. Similarly, there is little or no information about the actual costs of 
providing a service or information about what drives costs or even detailed 
performance information. Therefore, a critical factor in the success of a move 
from public administration to public service management, as has been pointed 
out earlier in this guide, is the existence of public service financial manage- 
ment. The aim of public financial management is to provide the range of 
financial analytical information, linked to performance, that the manager 
needs as well as that needed to meet budgetary constraints. 

Ministers responsible for the delivery of public services and other public 
service officials are prone to believe that the resources allocated through the 
annual budget are inadequate to meet the needs of the users of these services 
or activities. (There is never enough funding!) This can be a cause of tension 
between ministers responsible for service delivery and ministers of finance. 
However, unless a public financial management reform has been introduced 
incorporating financial information additional to that only usually available 
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with traditional arrangements for public financial administration, neither 
ministers nor officials have a clear idea about what services actually cost. 
Generally, ministers and other public service officials want to provide the best 
possible quality of service and there can be a presumption that reducing the 
cost of service delivery conflicts with this objective. Yet reduction in cost may 
emerge through improvements in efficiency. An objective of ministries of 
finance in seeking to impose economies can be to drive service ministries into 
looking for improvements in efficiency. 

Improving efficiency and effectiveness is not simply a function of a ‘top- 
down’ style of management. It requires the engagement of all who are involved 
in the management process, not least in the ‘inner circle’ identified by 
Thompson. That demands delegation. The benefits of delegation and mana- 
gerial accountability in this context include: 


e Allowing top managers (ministers and mayors and their deputies) time to 
focus on more important strategic and political issues. 

e It motivates managers at different levels and their staff, boosts creativity 
and innovation, and facilitates ownership by staff of the particular area of 
business for which they are responsible. 

e It creates opportunities for wider discussion and debate about alternatives 
(no single person has a monopoly of ideas and knowledge). 


The idea of efficiency and effectiveness introduced into the delivery of pub- 
lic services changes the characteristics of public service administration into 
one of management, that is if the term ‘efficiency and effectiveness’ is to have 
substantive meaning. No longer is it simply a matter of delivering the same 
type of service or activity and keeping within budgetary limits. Yes, budgetary 
limitations do have to be observed, but if managers are to deliver efficiency 
and effectiveness, they will need more opportunity to use their initiative and 
to make decisions about how to best deliver services and activities. To improve 
efficiency and effectiveness requires a recognition that ‘challenge’ is a neces- 
sary component of management. Traditional hierarchical structures generally 
do not facilitate ‘challenge’. A managerial approach would include not just 
considering ways in which the costs of present delivery arrangements could be 
reduced but also considering alternative methods of delivery. Managers within 
an organisation will themselves need to decide what they require in terms of 
resources to deliver their objectives but of course within any overall financial 
constraints imposed by the ministry of finance. The IMF paper on perfor- 
mance based budgeting referred to above makes the point about “lilncreased 
input flexibility: line managers should be given greater flexibility to choose 
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the input mix that can most efficiently deliver services. This requires a reduc- 
tion of the large number of distinct limits imposed upon expenditure by eco- 
nomic classification (“line item”) in traditional budgeting.’'® 

The question then is, is it possible to manage public services and activities 
and deliver efficiency and effectiveness without moving to a managerially ori- 
ented organisation? As has been pointed out elsewhere in this guide many 
countries in seeking to introduce PFM/IC use the term ‘efficiency and effec- 
tiveness’ but without any recognition of what it actually involves. In this guide 
the point has been repeatedly made that managerial change is necessary. 
Managers will be required to spend more time on assessing costs and benefits 
and where changes in the arrangements for the delivery of services and activi- 
ties are to be made this adds to the time demands upon those responsible 
managers. Expert judgements will be increasingly required to assess alterna- 
tives (and there will always be alternatives, although following analysis, one of 
which will be to maintain the status quo but this too must be justified). The 
ability to make expert judgements depends upon knowledge and experience 
as well as upon training. It is not feasible for traditional administrative struc- 
tures with operational management a political responsibility, to be maintained 
and at the same time undertake all these additional activities. Delegation 
therefore becomes essential, not only from politicians to officials but also 
from senior to more junior officials. However, as has been pointed out, dele- 
gation itself is not a simple matter. The terms of delegation need to be clear. 
This means that those to whom responsibility is delegated must know what 
they are expected to do, that the delegated responsibility is within their com- 
petence and they have available and under their control the resources to enable 
them to deliver the delegated objectives. Only then they can be held fully 
accountable. If these conditions do not exist then accountability is diluted. 

To establish a managerially oriented organisation with a focus on efficiency 
and effectiveness, radical change is very often required and delegation must 
become an essential feature of the organisation. Without delegation (and the 
accompanying managerial accountability) the top hierarchy cannot undertake 
all the analysis and actions necessary to deliver objectives with efficiency and 
effectiveness. If an attempt is made to retain decision making authority within 
a small group at the head of the organisation, that is, the politically appointed 
group, this small group is unlikely to have available within it the skills and 
specific knowledge that an operational manager requires and only through 
managerial activity can substantive meaning be given to the terms ‘efficiency 
and effectiveness’. (Economy is easier to interpret because economy is often 
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equated with cheapness, or least cost, irrespective of the relationship with 
benefits and economy can be the enemy of efficiency.) Concentration of 
power as in traditionally organised public administrations, which is usually 
accompanied by penalties and other forms of sanction, means that the admin- 
istrative structures which exist in many developing and transitional economy 
country public service organisations do not in reality facilitate effective man- 
agement and consequently delegation. Delegation may exist in a nominal 
form but in practice decision making remains concentrated at the top of the 
organisation. 

The development of managerial structures with appropriate arrangements 
for delegation facilitates the achievement of organisational objectives effi- 
ciently and effectively. Without a managerial structure delegation giving man- 
agers discretion and then accountability for how that discretion has been 
used, is not possible. A managerial structure enables higher levels of manage- 
ment to, in turn, become accountable and control the way in which the 
actions of individual managers at different levels in an organisation can be 
coordinated to achieve the delivery of the objectives of an organisation. 


14.2.2 Achieving Delegation and Managerial 
Accountability in Practice: The Importance 
of ‘Trust’ and Other Factors 


An important factor affecting membership of the ‘dominant coalition’ referred 
to by Thompson is ‘trust’. Where, as with traditional systems of public admin- 
istration, there has been historically no separation of policy and strategy 
development from operational management a failure to achieve separation is 
often caused by a potential lack of trust between politicians and appointed 
officials. As a result, politicians can be reluctant to delegate operational and 
administrative decision-making powers to civil service (or local government) 
officials or for those officials to accept such responsibilities. Sometimes, 
because of a lack of trust, key administrative positions may become politi- 
cised. This situation has several negative effects. These were described in a 
SIGMA/OECD paper as: 


1. A tendency to politicise administrative decisions, that is, decisions tend to 
be based more on political convenience than in what is established in leg- 
islation so that it encroaches negatively on the principle of legality and 
legal certainty that must preside over administrative decisions. 


14 Public Sector Reform, Delegation, and PFM/IC 545 


2. This also promotes the blurring of political and administrative responsi- 
bilities and a clear distinction of either field. 

3. Crowding the organisational top with any, big or small, administrative 
decision creates bottlenecks and overloads at the top that are inimical both 
to efficiency in administrative decision making and to the development of 
strategic approaches to policy making (politics becomes devalued and 
administration becomes miserable). 

4. Civil servants at lower ranks in the hierarchy tend to inhibit themselves 
from participating in administrative decision making unless personally 
required to do so because they do not see it as constituting part of their jobs. 

5. Weak participation, or lack of it, tends to produce de-motivating effects 
and in the end, it is an impediment towards developing a more profes- 
sional civil service.’!? 


All of this destroys professionalism within the civil (and local government) 
service. The essential principles for any administrative organisation to work 
efficiently and effectively, as the SIGMA/OECD paper points out are lacking 
in traditionally organised governments. To achieve an improvement in prac- 
tice according to this paper: 


there has to be an adequate distribution of work and responsibilities (compe- 
tency), while ensuring internal and external coordination and cooperation, all 
this in pursuit of acommon purpose (or mission) mainly through a more or less 
tight hierarchical control. 


‘The paper also points out: 


However, one major problem is that the still prevailing culture is based on com- 
mand and controls (verticalism) and makes it not easy to translate these consti- 
tutional principles into real administrative practice. A co-related problem is that 
certain administrative legal techniques that could contribute to efficiency and 
effectiveness of public administration are either conceptually underdeveloped or 
not sufficiently regulated in legislation or, what is even more worrisome, not 
applied in real practice of organisational behaviour in public administration.” 


What is missing in this analysis is the point about inadequacy of informa- 
tion, financial and non-financial, leading to uncertainty. That information 
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may not be simply performance information but also would include informa- 
tion about the adequacy of controls. Whilst there is no argument in theory 
about the effects of a failure to delegate, politicians are only likely to be per- 
suaded to delegate where they can be confident that the change of culture (i.e. 
from a hierarchical command and control culture) will not cause them to lose 
control of operational activities even though ultimately, they remain respon- 
sible. Important factors in achieving such a change of cultural approach are 
the adequacy of the accountability arrangements, including the information 
available to the politician and the quality of the managerial controls. This 
presents a major problem for ministries of finance and their department 
responsible for the implementation of PFM/IC. Not only do they need to 
ensure that administrative law facilitates delegation (which in some countries 
it may not. Therefore, change will be required to effectively implement PFM/ 
IC). However, where the operational culture discourages delegation, particu- 
larly through a lack of trust, information, and the quality accountability 
arrangements, that operational culture is much harder to change. Policy 
papers designed to facilitate the introduction of PFM/IC tend to overlook 
these problems and how they might be addressed unless careful preparation 
prior to the implementation of the PFM/IC policy occurs (see Chap. 9). 

A failure to recognise these changes that the PFM/IC reform should bring 
about means that the implementation of PFM/IC will be more nominal than 
substantive. The SIGMA/OECD paper suggests that the best solution “is to 
promote informed debates and training aimed at producing changes in the 
prevailing politico-administrative culture”.”) Reviewing the law is relatively 
easy, what is much more difficult is culture change. The reality is that cultural 
reform cannot be achieved simply through pressure to implement PFM/ 
IC. As has been said previously coordination with those responsible for civil 
service/public service reform is essential. Careful pre-reform preparation is 
also necessary as described in Chap. 9. Included in this is how to achieve rec- 
ognition of the deficiencies with the traditional arrangements, not least the 
difficulties of delivering public services and activities within a constrained 
budgetary envelope against rising demands, particularly when there is a seri- 
ous lack of information. Policy papers introducing PFM/IC do not in general 
address these difficulties because of the focus on the procedural features of the 
reform. The deficiencies also include (as the SIGMA/OECD paper points 
out) “İalccountability mechanisms for damage or losses caused by inefficient 
performance in traditional systems are in general weak or non-existent and 


1Tbid., p. 3. 
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responsibility is difficult to demand from politicians and civil (or local gov- 
ernment) servants .”” 

Whilst laws introducing PFM/IC almost always refer to the delivery of 
public services and activities efficiently and effectively they do not indicate 
how this will be achieved and merely introducing these terms in legislation, as 
has been pointed out earlier in this guide, without recognising what is required 
to achieve them, is pointless. Given the need to change cultural approaches 
merely including such statements in the law is unlikely to have any practical 
effect, not least because not only is it necessary to introduce a managerial 
structure to facilitate delegation but those who have managerial responsibili- 
ties also need training and the support and information to enable them to 
determine whether a service or activity is being delivered efficiently, effectively 
as well as economically and is achieving its objectives. As has been indicated 
previously, this means that changes are also required to the budgeting and 
accounting arrangements with the complementary development of financial 
techniques, such as cost analysis, as well as operational performance informa- 
tion. None of this is usually referred to in policy papers leading to the intro- 
duction of PFM/IC. 

Another pressure which exists on public organisations, which is comple- 
mentary to the need to focus on efficiency and effectiveness, is a requirement 
for more openness through increased transparency and accountability for per- 
formance. This in turn should help politicians and senior civil service man- 
agement to demand improvements in efficiency and effectiveness as well as 
generating wider debate about quality and value for money in the delivery of 
public services by parliament and civil society. PFM/IC is part of the process 
for remedying the deficiencies of the traditional arrangements. 

The SIGMA/OECD paper also remarks: 


No administration can work effectively if all the decision-making power is 
wielded only by the top of the organisation. For an organisation to work 
smoothly it needs to delegate power down the hierarchical ladder. This delega- 
tion is also a condition of developing necessary policy-making capabilities, and 
administrative management skills and responsibility that will not emerge 
otherwise.” 


Delegation requires a financially aware civil or local government service 
which understands the costs of providing services and activities and which has 


22 bid., p. 3. 
Ibid., p. 8. 
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the capability to decide on those reforms that will improve efficiency and 
effectiveness, some of which may require political-level approval and some 
may not. These are characteristics of an efficient and effective public manage- 
ment. They also facilitate a higher quality of corporate governance because the 
distribution of responsibilities allows for a wider range of factors and opinions 
to be considered in any decision. It also separates political considerations from 
managerial decisions where that is desirable (i.e. the majority of cases). 
Delegation creates the opportunity to develop sound management at different 
levels in an organisation and has a better chance of making the optimum use 
of resources (efficiency!). This is because it allows the development of expertise 
and it also creates more time for top and senior management to focus of devel- 
oping a higher quality of policy and strategy which is the basis for an efficient 
and effective public management. In addition, delegation through the devel- 
opment of managerial accountability, provides the opportunity for the top 
and senior political management to assess how efficient and effective the civil 


(and local government) service actually is. 
As the SIGMA/OECD paper points out: 


[Q]uality considerations include: cost to the budget and the economy; whether 
implementation can be assured and controlled/enforced; interaction with other 
policies; legal quality criteria in the case that the policy leads to a legal instru- 
ment that the text responds to. All this needs the expertise that a professional 
civil service is meant to input into the policy-making process.” 


The paper further points out that ‘good legal arrangements for delegation 
may promote improved administrative practices that in turn may have posi- 
tive operational consequences in organisational design and in developing an 
efficiency-oriented managerial culture and that may ultimately contribute to: 


e An organisation of ministries whereby ministers and policy staffs are freed 
from the day-to-day implementation of policies and can instead concen- 
trate on devising policies, drafting statutes, and overseeing their 
implementation. 

e A public sector which, in the areas in which it operates, is given specific 
tasks to fulfil with a degree of management autonomy, within the frame- 
work of clearly laid out legal structures. 


% Ibid., p. 9. 
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e An administration where an accountable and committed professional man- 
agement takes root.”? 


Civil (and local government) servants should have the training, experience, 
and technical expertise to enable them to make operational decisions. Those 
operational decisions may involve a rethinking of how public services are 
delivered. An example is the increased utilisation of information technology 
and another would be the development of partnerships with other organisa- 
tions such as charities, local governments, and private sector organisations. 
None of this detracts from the overall responsibility of the public sector man- 
ager to ensure that where public money is involved, such funds must be 
appropriately and efficiently utilised. Civil and local government servants 
because they would normally be in post for longer periods than politicians 
also provide continuity and knowledge of implementation that would not be 
available to politicians acting as operational managers. Their position is not, 
or should not be determined by the political cycle. Continuity and knowledge 
are essential to efficient and effective public management. Delegation coupled 
with accountability makes it possible for these beneficial features to be taken 
advantage of. 


14.2.3 Delegation and Questions About the Activities 
of the Organisation 


In Sect. 14.1.3 of this chapter the issues that should be considered in deter- 
mining when and what to delegate were discussed. Delegation is not an abso- 
lute. In other words, there is no such thing as complete delegation. There will 
be some responsibilities of ministers and deputy ministers (or the equivalent 
in local governments) that are inappropriate to delegate at any point in time 
or, in particular circumstances. Also, those circumstances may change over 
time. Pressure to delegate (by the ministry of finance and the “driver” depart- 
ment responsible for the introduction and oversight of the PFM/IC process) 
should be therefore an informed pressure considering the issues and circum- 
stances that should be considered in any delegation proposal. A very impor- 
tant point is that delegation means nothing, as has been said earlier, unless 
accompanied by the authority to make managerial decisions and the avail- 
ability of resources. Those promoting delegation should be looking for evi- 
dence of this. That authority to make decisions should include improving 


251n a public management environment this would be better stated as a ‘civil service” where an account- 
able and committed professional management takes root. Ibid., p. 9. 
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efficiency and effectiveness, and this requires, as pointed out previously, del- 
egated control over material and human resources. Withholding that dimin- 
ishes the extent to which managers can be held to account. (Yet in countries 
introducing PFM/IC delegation is usually considered but without any sub- 
stantive regard to the extent to which delegation requires knowledge of and 
control over budgets or human resources.) 

Accompanying delegation should be arrangements for accountability. 

However, delegation occurs within a context which is the overall objectives 
of the organisation. In determining the appropriateness of the activities of the 
organisation for which he/she is responsible, the political leader in conjunc- 
tion with the top operational manager (the state secretary or equivalent), 
should consider these questions: 


e What is our mission, that is, why are we doing what we do? 

e Who is our client/customer? Being clear about this is the basis for deciding 
what the clients/customers regard as important and this in turn helps in 
defining the results that should be aimed for and developing a plan 
of action. 

e What does the client/customer value? That is, what satisfies the client/cus- 
tomer needs, wants, and hopes: this will include, for example, making clear 
that the client/customer views are listened to and that feedback mecha- 
nisms are effective. 

e What are the expected results? Usually, ministries and local governments 
focus simply on ‘needs’, but information about results is essential to know 
whether those needs are being adequately met. Thus, does performance 
information exist which indicates progress and achievements both in quan- 
titative and in qualitative terms. Having that information allows for pro- 
grammes to be adjusted as necessary. Therefore, programmes should be 
designed in such a way that results can be identified. 

e “What is the plan?’ A plan, which includes the budget, describes where the 
organisation is going and how it will get there.”° 


What this means is that decisions about delegation policy should be consid- 
ered as part of an overall review of what the organisation is aiming to achieve. 


% These questions are an adaptation of five questions suggested by Peter Drucker: The Five Most 


Important Questions You Will Ever Ask About Your Organization: ISBN: 978-0-470-22756-5 April 
2008 Jossey-Bass 144 Pages 
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14.2.4 Professional Experts and Delegation 


A complicating factor in making decisions about the delegation of responsi- 
bility in the provision of public services is the role of professionally skilled 
staff such as doctors, police, teachers, social workers, and engineers. (A further 
complicating factor in some countries will be the influence of foreign techni- 
cal advisers.) The politician should not seek to impose his/her judgement over 
that of the professional in the professional’s area of expertise. But where the 
professional is advising on the development of policy the situation is different. 
Such experts may have professional objectives that are incompatible with the 
objectives of politicians. Where the professional has a dominant role, the pro- 
fessional ethos will be to adopt the highest professional standards and 
approaches to the delivery of a service or activity. This may contrast with the 
approach of the politician who may have a limited budget and whose policy 
aim could be to deliver the maximum possible benefit for the least cost and 
who also may be subject to a range of political pressures which do not impact 
on the professional. That may require some form of compromise on profes- 
sional standards or professional approaches to the delivery of a service or 
activity. (Professional standards can often be matters of opinion, rather than 
objective fact.) This raises questions about the ability of the politician to adju- 
dicate on the views of the professional and in making the judgement the poli- 
tician ought to be able to rely on the advice of the civil servant (or local 
government official). That would require that such officials are well informed 
about all aspects of a decision. A policy of delegation should result in a more 
informed civil or local government service better able to advise the politician. 
If there is no delegation then the risk is that a minister or other politician is 
exposed only to a single source of advice. A difficulty for the politician in such 
circumstances is how to decide which professional expert to rely upon and 
how far to rely on their advice and opinion. 

An important consideration in the development of delegation arrange- 
ments and managerial accountability therefore is the capacity of the civil or 
local government service to effectively support the political management in 
policy development and to provide an objective assessment of the quality of 
any advice being provided by professional experts considering the overall limi- 
tations on the resources available to the organisation. This capacity should 
enable the politician to take a wider view of the policy and financial conse- 
quences of proposals advanced by professionals for the delivery and develop- 
ment of services and activities. That policy advisory capacity should be 
provided directly by or under the supervision of the most senior civil servant 
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such as a state secretary (or equivalent). In other words, delegation provides a 
substantive opportunity to develop alternative arguments or approaches to 
those of the professional. Without the existence of delegation to an informed 
civil or local government service, the possibility is that the politician will 
become ‘trapped’ by the views of the professional. This may result in the inef- 
ficient allocation of resources given the totality of the demands upon the 
available budget and to increased risk for the political decision maker. 


14.3 The SIGMA ‘Principles 
of Public Administration’ 


14.3.1 The SIGMA Principles and Management 


PFM/IC is about management not just about procedures and techniques. 
With PFM/IC control is about both control of inputs and of outputs and, at 
the same time, ensuring that those outputs are delivered efficiently and effec- 
tively. Managerial control is therefore ‘multi-layered’ compared with the 
administrative control that exists with traditional public administration 
arrangements. In effect, introducing PFM/IC is a commitment to moving 
from an administrative state where regulations, procedures, and techniques 
have priority to a managerial state where delivery of objectives, to quality, to 
time, to standard, efficiently and effectively but within the laws and regula- 
tions become the primary concern of the manager. That managerial concern 
must extend to the interests of the user of the public service. In November 
2022, in a meeting of the Public Governance Committee (PGC) at ministe- 
rial level, OECD ministers committed to ‘reinforce, promote and strengthen 
the foundations of democracies acknowledging that they should rise to the 
challenges of growing and changing citizens’ expectations in terms of repre- 
sentation, responsiveness, open government, and integrity of institutions, as 
well as green policies including through innovative approaches in the public 
sector and to ‘continue efforts to build professional, effective and efficient 
public institutions, and high-performing leadership and civil servants in sup- 
port of stronger democracies.” 

That affects the whole approach to the delivery of public services and which 
must be reflected in the application of PFM/IC. 


77 Declaration on Building Trust and Reinforcing Democracy, (2022), https://legalinstruments.oecd.org/en/ 
instruments/OECD-LEGAL-0484. 
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SIGMA publishes a set of ‘Principles of Public Administration’. The latest 
edition (issued in 2017) is currently undergoing review. That review will 
reflect recent thinking about the organisational arrangements for public 
administration, which were summarised in the quotation above of the 
PGC. The emphasis upon the creation of ‘professional effective and efficient 
public institutions and high-performing leadership and civil servants’ sup- 
ports many of the arguments set out in this guide. The ministry responsible 
for the policy of the PFM/IC reform and the head of the department respon- 
sible for the practical implementation of PFM/IC should therefore have par- 
ticular regard to these Principles when they are published as relevant to this 
reform. The 2023 edition of the Principles will demonstrate some change and 
reflect more fully the managerial requirements of PFM/IC. In the Annex to 
this chapter an early draft of the revised Principles is shown but readers should 
recognise that this is not the final version. This will be incorporated into this 
guide when it becomes available. 

Although the ‘Principles of Public Administration’ are primarily designed 
for countries wishing to join the European Union these Principles are equally 
applicable to a much wider range of countries. This is because they provide 
one of the most comprehensive statements of the issues that need to be 
addressed in public administration reform. 


14.4 Personnel Management (Human 
Relations—HR) 


14.4.1 The Significance of Personnel Management 
in the PFM/IC Reform 


Success with the introduction of PFM/IC depends upon the existence of high 
quality operational management. This requires that a well-managed, incentiv- 
ised, and well-trained civil and local government service exists. A key require- 
ment is that ‘[p]rofessionalism of public service is ensured by good managerial 
standards and human resource management practices’.”* 

The SIGMA Principles make clear that recruitment of public servants based 
on merit is of utmost importance for developing and implementing policies 
as effectively as possible, regardless of the government of the day. The 
‘Principles’ also make clear that the public service should be apolitical and 
that public servants are distinguished from political appointees (i.e. political 


28 Principles of Public Administration: Sigma 2017: p. 40. 


554 N. Hepworth 


positions are not included in the scope of public service). They also recognise 
that an effective public service also depends upon other factors such as level of 
remuneration, performance appraisal, professional training and development, 
integrity measures and disciplinary procedures. “These are needed not only to 
attract quality employees to the public service, but also to retain them and 
motivate them to achieve the strategic goals of the state. The ‘Principles’ also 
make clear that ‘regular professional training is recognised as a right and duty 
of all public servants. With PFM/IC that training not only has to cover tech- 
nical training but, as has been pointed out earlier in this guide, it also should 
cover management training for all civil servants who have managerial respon- 
sibilities or who aspire to those responsibilities: 


Modernising public administrations remains a key concern throughout the 
enlargement countries. Politicisation continues to erode capacities and public 
administrations’ attractiveness as an employer. While there is awareness of key 
reform needs for creating more professional and merit based administrations 
overall, more leadership and effort will be needed for improving policy plan- 
ning, public finance, people management and accountability.” 


In no policy papers relating to the introduction of PFM/IC has this author 
seen any reference to developing the quality of the civil service, apart from 
technical training in the bureaucratic arrangements for the implementation of 
PFM/IC. This is even though PFM/IC imposes quite significant additional 
and often completely new responsibilities, upon the civil or local government 
officials. Almost certainly this is because PFM/IC has been treated as simply 
a technical financial reform rather than as a reform impacting heavily upon 
management. The OECD has published several papers on civil service train- 
ing which heads of the ‘driver’ department responsible for the application of 
PFM/IC may find helpful such as ‘Skills for a High-Performing Civil Service’.°*° 

Francis Cardona in a SIGMA paper “On the Attractiveness of the Public 
Service’ said: 


The correlation found between public service attractiveness and the idea of the 
public interest emphasizes the dimension of the quality of the public gover- 
nance arrangements and management systems as a magnet attracting people to 
work in the public service. Such correlation is also vital in fostering the commit- 


292022 Communication on EU Enlargement Policy-v3.pdf (europa.eu), https://neighbourhood- 
enlargement.ec.europa.eu/system/files/2022 10/2022%20Communication%200n%20EU%20 
Enlargement%20Policy-v3.pdf. 


3° https://doi.org/10.1787/9789264280724-en. 
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ment of individuals to public service values. This commitment may compensate 
for relatively lower financial rewards if compared with the private sector.*! 


This SIGMA paper also stated: 


If a good governance system is not in place it will be very difficult to attract a 
significant share of the most talented people in the country and to utilise them 
effectively, which is a condition to retaining them in the service of the state: 
Governance environments that do not effectively practice the rule of law and do 
not protect and defend due procedures, justice, integrity and transparency usu- 
ally do not have good public institutions that are able to attract and retain bright 
professional people.”” 


PFM/IC, if to be effective, will require the employment of ‘talented people’ 
and some, such as heads of finance who in many countries do not presently 
have the required range of skills, will need to develop those skills or if that is 
not possible, they will need to be replaced. The difference between PFA/IC 
and PFM/IC from an administrative/managerial perspective and which sum- 
marises why talented people are required to establish PFM/IC is that PFA/IC 
is input driven and rule driven with an emphasis upon procedures that con- 
trol resources, while PFM/IC is output driven with an emphasis on manage- 
rial initiative in using resources better to achieve objectives (see also Chap. 3).°° 

In Chap. 1 the aim of PFM/IC was described as: ‘to provide the informa- 
tion management requires to deliver the objectives and performance stan- 
dards of the organisation, as expressed through the budget, efficiently and 
effectively, to time and within budget’. Delivery occurs through the actions of 
the civil and local government service within the context of the policy and 
objectives determined by the political level of government. PFM/IC is about 
achieving delivery performance and that means that the personnel policies 
should be designed to support that. Consequently, an important feature of 
PFM/IC should be to support the development of a personnel or HR policy 
which has the following characteristics: 


e establish objectives through which individuals and teams can see their part 
in the organisations mission and strategy; 


3! Attractiveness of the Public Service: A Matter of Good Public Governance: June 2009: http://www. 
sigmaweb.org/publications/44 110902. pdf. 

32Tbid., p. 1. 

33 This distinction between PFA/IC and PFM/IC has been taken from a framework developed by Prof. 


Stephen Peterson in his book: Public Finance and Economic Grovvth in Developing Countries: Lessons 
from Ethiopias Reforms: pp. 278—279: 285-286 
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e improve performance among employees, teams and, ultimately, organ- 
isations; and 

e hold people to account for their performance by linking it to reward, career 
progression and termination of contracts." 


To these characteristics could also be added ‘provide challenging work’. 

This does mean that personnel policies, as the Chartered Institute of 
Personnel and Development points out, should be established which aim to 
link an individual’s performance and development priorities with the objec- 
tives of the unit or department of the ministry or other public organisation in 
which an individual works, which in turn should be linked to the organisa- 
tion’s objectives. This then allows individuals and managers to draw up appro- 
priate plans and facilitates performance monitoring and allows for regular 
feedback between the manager and the individual employee. These feedback 
arrangements could be supported by periodic formal performance reviews. 
"The plans can also highlight organisation-wide processes that are required to 
support performance; for example, leadership, internal communications, and 
others. This links personnel policies to the COSO control environment and 
the information and communications standards described in Chap. 11. 


14.5 Summary 


This chapter discusses the linkage between the PFM/IC policy and that for 
civil service/public service reform. It emphasises that that linkage should be 
extremely close and that if the two reform policies are not integrated either 
the PFM/IC reform will be difficult to implement or it will try to drive the 
civil service/public service reform, which would be inappropriate! Unless the 
objective of PFM/IC reform is clear, that is to introduce into government a 
managerial capability the likelihood is that the focus of public service reform 
will be simply limited to public administration reform, that is, a reform with 
no managerial focus. An important element in developing PFM/IC is an 
appreciation of the complexities of the decision making process and the 
uncertainties associated with that process, not just in terms of establishing 
agreement about the values leading to the policies that are to be pursued but 
also establishing as far as possible certainty about the facts or factors affecting 
the implementation of those policies. The greater the degree of certainty and 


34 Performance Management: an introduction: The Chartered Institute of Personnel and Development 
Nov.2019: https://www.cipd.co.uk/knowledge/fundamentals/people/performance/factsheet#6276. 
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the operational management has an important contribution to make to both 
elements, the better the quality of the decision. The decision about values is 
and will remain a political decision. 

An important element of PFM/IC reform is the development of delegation 
and managerial accountability. The greater the degree of certainty, the greater 
the opportunity exists for delegation! Delegation and managerial accountabil- 
ity together are about making better use of resources. However, delegation is 
a complex issue and not all operational managerial activities are suitable for 
delegation. Different factors need to be considered in making decisions about 
the extent of delegation, including the nature of the activity to be delegated, 
and the control arrangements which exist or can be established. 

In implementing the PFM/IC reform the relevant SIGMA Principles of 
Public Administration Reform should be considered recognising the greater 
emphasis upon the development of management that the latest version of the 
Principles envisage. This is a necessary pre-condition for the development of 
PFM/IC. However, there is little or no evidence that those responsible for 
PFM/IC reform in individual countries or donors supporting them consider 
the need for complementary managerial reform, or indeed that those respon- 
sible for civil service/public administration reform consider the implications 
for PFM/IC reform. 

A further important factor in developing PFM/IC is personnel policy. 
Personnel policy is critically important in recruiting and retaining high qual- 
ity staff which is essential for effective public service management. Effective 
staff management is linked to the COSO standards relating to the control 
environment and information and communications. Unless in applying these 
standards, personnel policies are also considered those standards cannot be 
effectively applied. 


Annex: SIGMA Principles of Public Administration 
of Relevance to the Introduction of PFM/IC (An 
Early Draft of the 2023 Version Which May 

Be Subject to Change) 


The Principles as drafted are grouped into the following thematic areas:?” 


55 See para 21 of the Introduction. 
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Thematic areas 
Strategy 


Policy development 
and coordination 


Public service and 
human resource 
management 


Organisation, 
accountability, and 
oversight 


Service delivery and 
digitalisation 


Public financial 
management 


Core values 


The government ensures a strategic vision and leadership for 
an agile, innovative, and continuously improving public 
administration responsive to new challenges. 

The government ensures that policies and budgets are 
harmonised, effectively planned, coordinated across 
whole-of-government, implemented, monitored, and 
evaluated against clearly defined policy objectives. Ministries 
develop coherent public policies through an open and 
participatory process, informed by sound evidence and 
analysis. 

Public servants act with professionalism, integrity, and 
neutrality. They are recruited and promoted based on merit 
and equal opportunities and have the right competencies to 
deliver their tasks effectively. 

The organisation of the public administration is efficient and 
effective across all levels of government. Public 
administration bodies are open and transparent and apply 
clearly defined internal and external accountability 
mechanisms. Strong oversight bodies protect the rights of 
citizens and the public interest. 

The public administration places users at the centre and 
delivers high-quality and easily accessible services online and 
offline to all people and businesses. Digitalisation enables 
data-driven decisions, effective and efficient processes, as 
well as high-quality and accessible services. 

The public administration plans and manages public finances 
to ensure that they are sustainable and transparent and 
allow the delivery of policy objectives. Control, 
procurement, and oversight arrangements are in place to 
ensure the economic, efficient, and effective use of public 


resources shared across all levels of government. 


The Principles apply to all public bodies, including local and regional 


governments.*° 


To secure the effective application of the Principles, there are a number of 
prerequisites which are not written into every Principle. (All of which are 
fundamental to the introduction of PFM/IC and have been reflected in this 


guide.) They are: 


e adequate legislative framework exists (both primary and secondary 


legislation); 


established institutional and organisational exists with clearly defined 


responsibilities, as well as adequate capacities of responsible institutions; 


the right people with the right skills, supported by good manage- 


ment are in place; 


36 


See paras 18-20 of the Introduction. 
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e an orientation towards outcomes for citizens and businesses is established (in 
this guide the reference for managerial control purposes has been to ‘outputs’ 
and concepts of internal control should cover both ‘inputs’ and ‘outputs’); 

e government decisions are informed by reliable evidence and data (empha- 
sising the importance of clarity about objectives and performance stan- 
dards and thorough financial analyses); 

e systematic monitoring and evaluation of performance occurs to create a 
learning and feedback loop (and also necessary for effective management); 

e organisational culture internalising the desired values and behaviours 
(emphasising good governance) is established; and 

e change management is accepted. 


Principle 1: A comprehensive, credible, and sustainable public administra- 
tion reform agenda is established and successfully implemented, fostering 
innovation and continuous improvement. 

Comment: Officials responsible for the implementation of PFM/IC should 
ensure that the public administration reform arrangements fully reflect the 
requirements of PFM/IC. 

Principle 2: Public policies are coherent and effectively coordinated by the 
centre of government; decisions are prepared and communicated in a clear 
and transparent manner. 

Comment: This also means from a PFM/IC perspective, that policies are 
affordable and do not have adverse effects upon financial resilience. It conse- 
quently means too that there is effective coordination between strategic plans, 
operational plans, and financial plans. 

Principle 3: The government plans and monitors public policies in an 
effective and inclusive manner, in line with the government fiscal space. 

Comment: This requires that policy and financial plans are aligned, that 
objectives and performance standards are defined and appropriate. 

Principle 4: Public policies are developed based on evidence and analysis, 
following clear and consistent rules for law making; laws and regulations are 
easily accessible. 

Comment: This means that the cost implications are calculated and are 
consistent with available budgetary resources. This also emphasises the impor- 
tance of the role of financial analysis in the policy making process. 

Principle 5: All key external and internal stakeholders and the general pub- 
lic are actively consulted during policy development. 

Comment: Implementing this Principle means that financial assessments 
may be subject to challenge, not just internal challenge but also to external 
challenge. Heads of finance should be prepared for that. 

Principle 6: Public policies are effectively implemented and evaluated, 
enhancing policy outcomes and reducing regulatory costs and burdens. 
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Comment: The head of finance should be involved in the evaluation pro- 
cess, not least because this will enable that person to assess the quality and 
robustness of initial financial calculations, and therefore the impact upon 
budgets and financial resilience. 

Principle 7: The parliament effectively scrutinises the government policy 
making and ensures overall policy and legislative coherence. 

Comment: Implementation of this Principle will mean that heads of 
finance are likely to be required to provide evidence which may be challenged 
as part of the parliamentary process. 

Principle 8: The employment framework balances stability and flexibility, 
ensures accountability of public servants and protects them against undue 
influence and wrongful dismissal. 

Comment: This Principle includes a requirement that public servants have 
the obligation to act professionally and neutrally and that they have the right 
to reject unlawful instructions, and that they also have protection against 
undue political and other interference in their professional judgement. 
Although not specifically identified in these Principles heads of finance can be 
subject to inappropriate interference, especially in circumstances where in 
their professional judgement policy proposals and other actions generate risks 
to financial resilience or offend financial principles such as those requiring 
that published accounts present a true and fair view of a financial position. 

Principle 9: Public administration attracts and recruits competent people 
based on merit and equal opportunities. 

Comment: Application of this Principle should help to ensure that compe- 
tent staff are appointed to finance departments and that they have appropriate 
experience. 

Principle 10: Effective leadership is fostered through competence, stabil- 
ity, professional autonomy and responsiveness of accountable top managers. 

Comment: This is a very important Principle, not least because it defines 
‘top management as: “The term “top managers” shall apply to the highest 
levels of professional management in public administration bodies, where 
managers enter into direct interactions with the political leaders. It shall apply 
to top-of-pyramid public servants in ministries (general secretaries or profes- 
sional state secretaries), general directors of ministerial departments or equiv- 
alent positions in ministries, and heads of agencies. It shall not apply to 
political leadership in the executive (prime minister, minister, deputy minis- 
ter, political state secretary and similar). 

Throughout this guide emphasis is placed on the role of the ‘top manager’ 
and the leadership that that manager provides. This Principle reiterates that as 
follows: 
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a. The law establishes top managers as a specific category. The scope of top 
management is adequately defined, ensuring that senior managerial posi- 
tions in ministries and agencies are not treated as political offices. 

b. Top management positions are made attractive through fair recruitment, 
competitive remuneration, professional challenges, autonomy, and mitiga- 
tion of career risks. 

c. Recruitment procedures are merit-based, professionally led, impartial and 
transparent, allowing selection and appointment of top managers with suf- 
ficient high-level experience, knowledge, skills, and competencies to per- 
form their job well against predefined standards. 

d. Recruitment policies and practices support equal opportunities, gender 
balance and non-discrimination in top managerial positions. 

e. Top managers in public administration have clearly defined objectives, 
aligned with the mission of the organisation and objectives of the govern- 
ment, and their performance is regularly assessed. 

f. Top managers in public administration have sufficient professional and 
managerial autonomy, enabling them to assume responsibility for the 
management of staff, resources, and work. 

g. Top managers in public administration develop their skills in line with the 
needs of the job, both present and future. 


Each of these points is consistent with the effective introduction of PFM/IC. 

Principle 11: Public servants are motivated, fairly, and competitively paid 
and have good working conditions. 

Comment: This Principle is relevant to the appointment and maintenance 
of a high quality finance staff especially those requiring a skilled expertise. 
Public sectors generally have difficulty in attracting and retaining skilled 
financial experts (qualified accountants) and recruitment policies need to rec- 
ognise this. As this guide has pointed out financial experts require a wide 
range of skills and such skill requirements will be increasingly needed by gov- 
ernments with the adoption of these Principles which emphasis the signifi- 
cance of managerial capabilities. 

Principle 12: Professional development, talent, and performance manage- 
ment enhance the skills, efficiency, and effectiveness of public servants and 
promote civil service values. 

Comment: This Principle refers to the need for employees to have clear 
objectives (which in turn means that organisations themselves require clear 
objectives otherwise the employee objectives have limited credibility), that 
continuous learning processes exist and that appropriate training programmes 


are in place. All of this is central to the effective development of PFM/IC. 


562 N. Hepworth 


Principle 13: The organisation and management of public administration 
foster accountability, effectiveness, and efficiency. 

Comment: This Principle addresses the need for coordination between 
public sector bodies, to avoid the development of ‘silo’ mentalities and also 
the need for the first-level body to effectively manage the second-level bodies 
for which it has responsibility. It also includes the point that “İmlanagers at all 
levels have clearly assigned responsibilities, delegated authority for making 
decisions and the autonomy and resources necessary to achieve the results 
they are accountable for’. These requirements are all essential for the effective 
implementation of PFM/IC. 

Principle 14: This is about the allocation of responsibilities between the 
different levels of government. 

Principle 15: Public administration is transparent and open. 

Comment: A feature of good corporate governance is that the public and 
interested parties have access to information. This includes access to all finan- 
cial information, including budgets and financial statement. Heads of finance 
should bear in mind that the presentation of information in a format for 
management and statutory purposes can be inappropriate for public informa- 
tion purposes and therefore may require representation. Openness may also 
result in challenge about the quality and coverage of financial analysis on 
which policy decisions have been made which emphasises the need for quality. 

Principle 16: The parliament, ombudsperson, supreme audit institution 
and civil society effectively scrutinise public administration. 

Comment: This emphasis upon scrutiny may result in challenge to the 
quality in the arrangements for PFM/IC. 

Principle 17: The right to good administration is upheld through admin- 
istrative procedure, judicial review, and public liability. 

Comment: This Principle is primarily concerned with the quality of the 
public administration. 

However, it can ask questions about the quality of public financial manage- 
ment and may lead to challenge about the organisation of government insti- 
tutions, both first- and second-level bodies. As has been pointed out in this 
guide, for example, the role and responsibilities of second-level bodies should 
be periodically review. 

Principle 18: A coherent and comprehensive public sector integrity system 
minimises the risks of corruption. 

Comment: This Principle is aimed at minimising the risks of corrupt activ- 
ity occurring. Those responsible for financial management (i.e. the opera- 
tional implementation of PFM/IC) could well come across potential instances 
of corrupt or fraudulent activity. Examples would include where decisions are 
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made which are difficult to justify, or where conflicts of interest become 
apparent or transactions occur which are not properly authorised, or potential 
income is either not levied or collected, or assets are inappropriately used or 
disposed of. 

Principle 19: Users are at the centre in design and delivery of administra- 
tive services. 

Comment: This guide has pointed out that generally public services are 
designed with the interests of the supplier paramount. This is inappropriate 
and it diminishes the possibilities of achieving ‘effectiveness’. This Principle 
emphasises that regard should be had to the interests of the user in designing 
public services and the bureaucracy that goes with them. 

Principle 20: The public administration delivers streamlined and high- 
quality services. 

Comment: This Principle emphasises again the need to take into account 
the interests of the user by ensuring that service delivery is streamlined for the 
maximum convenience of the service users. 

Principle 21: Administrative services are easily accessible online?” and 
offline, taking into account different needs, choices and constraints. 

Comment: This Principle again emphasises the interests of the user and 
encourages the use of both offline and online methods of communication, 
including the use of concise and understandable language. ‘This is particularly 
important from a PFM/IC perspective in terms of financial communications 
with the public and where relevant information about the collection of income 
such as taxation income. 

Principle 22: This is about the digitalisation of public services and the 
maintenance of cyber security. 

Comment: This applies equally to those financial services for which a head 
of finance is responsible. 

Principles 23—32 are about public financial management. The summary of 
this section of the Principles is: “The public administration plans and manages 
public finances to ensure that they are sustainable and transparent and allow 
the delivery of policy objectives. Control, procurement and oversight arrange- 
ments are in place to ensure the economic, efficient and effective use of public 
resources shared across all levels of government.’ This theme is entirely consis- 
tent with that of PFM/IC. However, the Principles extend beyond the areas 


9” Directive EU 2016/2102 of the European Parliament and of the Council of 26 October 2016 on the 
accessibility of the websites and mobile applications of public sector bodies, http://data.europa.eu/eli/ 
dir/2016/2102/o). 
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covered by this guide to include economic management, purchasing, external 
audit, and the financing of local and regional governments. 

Comment: Those involved in the development of PFM/IC and in PFM/IC 
activity in the course of public business must recognise the significance of all 
these Principles and that Principles 23—32 are essentially concerned with the 
technical aspects of PFM/IC and not with the managerial aspects which are 
addressed in the other Principles and which are essential to the effective appli- 
cation of PFM/IC. 

Principle 23: The annual budget is comprehensive and formulated within 
a credible and rolling medium-term framework, balancing policy needs with 
fiscal constraints. 

Comment: An effective budget underpins PFM/IC and effective financial 
management depends upon the linkage of service objectives and plans with 
those both explicit and implicit in the budget. Equally medium-term opera- 
tional and financial plans should be consistent with the medium-term fiscal 
framework set out in the budget documents. This in turn is essential to secur- 
ing financial resilience. 

Principle 24: The government supports budget implementation and ser- 
vice delivery by ensuring liquidity in the short and medium term. 

Comment: This Principle links with the point made in this guide that cash 
flow forecasts should be reliable and that liabilities should not be entered into 
which are inconsistent with the current budgetary allocations. 

Principle 25: The government implements the budget in line with esti- 
mates and reports on it in a comprehensive and transparent manner, allowing 
for timely scrutiny. 

Comment: This Principle embodies the requirements of financial control, 
including control of fiscal risk. Whilst aimed at central government, for this 
Principle to be effectively implemented all public organisations should follow 
the same requirements. This guide also emphasises two other key features that 
ought to apply, namely that the monitoring of the budget should be at least 
monthly and that accompanying the published financial statements should be 
a ‘statement of internal control’. 

Principle 26: Public administration bodies manage resources in an effec- 
tive and compliant manner to achieve their objectives. 

Comment: This Principle covers all the internal control requirements 
described in this guide also it does not specifically refer to COSO using 
instead the term ‘international standards’. It identifies the need for objectives, 
for delegation, for managers to have the necessary information, including on 
performance, and that internal control arrangements should have regard to 
the risks that might affect the achievement of the objectives. It also refers to 
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the need for appropriate controls to be exercised by first-level organisations 
over second-level bodies, including enterprises. The Principle makes clear that 
public managers are responsible for the implementation of management and 
control systems that ensure the legal, effective, efficient, and economic man- 
agement of operations, assets, and resources. This guide makes clear that the 
ultimate responsibility for the quality of management lies with the head of 
operational management who in turn is responsible to the appropriate 
minister 

Principle 27: Internal audit improves the management of public adminis- 
tration bodies. 

Comment: This Principle requires the implementation of internal audit. 
This Principle advises that the internal auditor should report to the ‘head’ of 
the organisation which would be to the head of operational management. 
Principle 10, footnote 14, makes clear who should be the top operational 
manager. Where an audit committee exists the reporting arrangements would 
take into account the existence of that committee. 

Principles 28—30 are concerned with procurement arrangements, including 
public-private partnerships and concessions. 

Principle 31: All public funds are effectively audited by an independent 
auditor that provides assurance on the use of public resources and helps 
improve the functioning of the public sector. 

Comment: Although this guide does not specifically address external audit, 
nevertheless effective arrangements for PFM/IC will be of concern to the 
external auditor particularly with the auditor’s concern for how organisations 
are aiming to achieve the efficient and effective utilisation of public resources. 

Principle 32: Regional and local governments have resources and adequate 
fiscal autonomy for exercising their competences, with financial oversight to 
foster responsible financial management. 

Comment: This Principle addresses the need for subsidiary governments to 
have available to them a level of resources commensurate with their needs. 
This is a very important consideration in discouraging such organisations 
from taking 
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